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f % One or more college degrees frequently are noted among 
the listed qualifications of IAS enrollees. During the 
past five years* 7,675 men and women who had grad- 
uated from college or university enrolled for IAS training. 


@ During the same period several thousand others whose 
college or university programs had been interrupted prior 
to graduation also enrolled. 


e@ Throughout the country many university instructors 
in accounting make it a point to suggest IAS when they 
are asked to recommend a good home-study school. 
We are grateful for their fine co-operation. 





@ IAS, of course, is not in competition with colleges or 
universities. Operating in the field of adult education, 
its function is to provide complete technical training in 
accounting and allied subjects, as well as refresher or 
advanced courses to those with previous accounting 
training. Also, in these complex times many with excel- 
lent educational backgrounds in the arts or sciences dis- 
cover a need for professional training in accounting. 


@ The IAS elective plan enables the student to concen- 
trate his study efforts on those subjects that are a matter 
of practical concern in his work. Through home study, 
college graduates and others in need of refresher courses 
or additional advanced training can add to their technical 
backgrounds by making constructive use of their spare 
time, 
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THE PRESIDENT’S PAGE 


FEW months ago I had occasion to discuss with a group of account- 

ing majors at the University of Wisconsin and a local society of 
Certified Public Accountants attributes that, in my opinion, would con- 
tribute to a successful career. It was only natural that heavy emphasis 
was placed on the factor of human relations, for it is recognized in any 
common endeavor today that the individual who possesses the ability 
to get results through cooperation will far surpass the one who still 
maintains the best results are obtained from a fearful and strained 
relationship. I also stressed the importance good communications play 
in an economic society that is tending more and more to decentraliza- 
tion and which has become quite complex as a result of the great ad- 
vancements, technological and otherwise, that have been made during 
such a relatively short period of time. 


The aforementioned qualities of “relations” and “communications” 
can play a very important part in one’s personal success, but they can 
be applied as well by members within our own organization toward 
the ivelniiniont and promotion of our profession. 


Our relationship with one another through the Institute has 
brought a willingness to share our ideas in a manner second to none of 
our related accounting organizations and associations. The spirit of 
sharing has become so interwoven in the fabric of our organization that 
the Board of Directors at its meeting in Boston last May voted to change 
the corporate seal of the Institute to include thereon “Progress Through 
Sharing”—the theme of our late president and dear friend, Ray 
Noonan. As long as this type of relations is sustained, that part of the 
development of our profession which requires cooperative action will 
never os found in the wanting. The value I place on those “relations” 
makes it the Institute’s greatest asset-—and one that should never be- 
come depreciable. 


Communications—lIts quality is measured by the degree of exact- 
ness in meaning that is achieved when a fact is transferred from one 
person to another. In our endeavors to promote our profession, much 
will be gained if we use every worthwhile occasion to bring to the 
foreground the real perspective of modern internal auditing. 


FraNK VW. LENNON. 








AUDITING THE 
PURCHASING DEPARTMENT ’* 


By BRADFORD CADMUS 





The author has recently engaged, on behalf of the INSTITUTE 
OF INTERNAL AUDITORS, in an exhaustive study of internal audit 
techniques applicable to purchasing activities and, in so doing, has re- 
viewed the practices in a number of business organizations. The im- 
portance of the purchasing function as an entity in any system of 
internal control and the authority of the writer in this field render this 
article one of vital interest to the auditor. 


PURCHASING AND AUDITING COMPARED 


IURCHASING men and auditors have two things in common. The 

first is the fact that part of purchasing work is auditing—though 
probably not called that. Purchasing men review requisitions with the 
aim of bringing their knowledge of markets and materials to bear so 
that they may offer constructive recommendation and thus make profit 
for their company. The internal auditor, on his part, reviews and ap 
praises operating controls so that his knowledge may lead to constructive 
suggestion, better operation and more profit. The other thing we have 
in common— and here we may like to cry on each other’s shoulders— 
is the fact that each of us may be doing a first-class job in his assigned 
field and it is often difficult or almost impossible to express that good 
job in terms of profits, dollarwise. The good jobs that we do show up 
in the results of the departments we serve; it is very hard to decide 
how much of the credit we might claim. 

The INstiruTE or INTERNAL AupiTors made a survey of its mem 
bership several years ago to learn what and what not its members were 
doing in auditing the various operating departments of their companies. 
This survey showed that 49% of the 284 reporting companies were 
covering their purchasing operations in their internal audit programs. 
In several of these, inquiry disclosed that those who were doing this 
auditing were well sold on the benefits to be gained. Hence, it appeared 
that a study project to determine what was and what could be done 
would be of value. After extensive cooperative research, a report has 
been compiled and is being issued to members of the INstrruTe. 


*Address delivered at Annual Convention of National Association of Purchasing 
Agents, May 1955. 
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Because internal auditing began in most companies with the verifi- 
cation of financial records as its principal assignment, in the past there 
was a natural tendency to look upon the internal auditor as a double- 
checker of things, as a somewhat overly-suspicious snooper who more 
or less went around suspecting everyone until proved innocent. This 
impression may even have been true on occasion. The internal auditor 
of today, however, could not operate as a secretive, gestapo-type sleuth 
any more than purchasing men could go ahead and buy what they 
thought best for their businesses without regard to the wants and the 
opinions of those who were to consume the materials that they pur- 
chased. The internal auditor is a member of the business team, as are 
purchasing men. On that team he has his assigned field. In his assigned 
field, his job is to promote the welfare of his company, to help it operate 
more effectively, and to make more profit. In these respects, what he 
is trying to do is no different from what purchasing men are trying to 
do in their assigned fields. 

THE FIELD OF INTERNAL AUDITING 

Now, let’s take a look at the field of the internal auditor. To put it 
in a few words, we believe that the major responsibility of the internal 
auditor is the appraisal of interna! control—and we hasten to describe 
what we mean by internal control. 

The business operation begins with the development of objectives, 
plans and policies by management. As applied to purchasing, this 
means that management decides just what the scope of purchasing oper- 
ation is to be, what materials and services are—or are not—to be 
handled by the purchasing department. With this decision made and 
policies established, internal control then takes over to provide the 
means that will enable the purchasing organization to fulfil its assigned 
responsibilities, to exercise its judgment, to record what goes on, and to 
report on the results of its operations. Here are briefly outlined what 
are considered to be the elements of internal control: 

Organization structure, which requires that each employee know 
clearly what his position in the organization is and exactly what author- 
ity and responsibility have been assigned to him. Protection of the 
company’s interests requires that there be adequate checks and bal- 
ances, mainly so that a single individual is not both in charge of doing 
a job and also in control of the records and reports which account for his 
custodianship. : 

Procedures, which tell how things are to be done 

Records and reports—which show what has been done—accurately, 
promptly and completely. 


Standards of performance, which give a basis of comparison; ex- 
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amples are budgets, standard costs, and comparisons with previous 


periods. 


Finally, we come to internal auditing, which is a control that has 
the job of examining and appraising the effectiveness of the other ele- 
ments of control. 


It is very important to understand that these elements of control 
are not fixed or set in any particular. The work of the internal auditor 
would be very easy if there were some set of fixed standards that ap- 
plied without variation to every company, against which the actual 
operating control structure could be compared. Anything that failed 
to meet the standards would be wrong and would have to be corrected. 
Fortunately for business—and the internal auditor—there are no such 
standards. The internal auditor cannot come in and “throw the book” 
at you. 

Control requirements in every situation will be different, depend- 
ing on such things as management policies, the nature and abilities of 
executives, and the cost of control measures. The control plan can be 
varied to meet each situation. Let’s consider an example: a small de- 
centralized office where the same man will be in charge of storerooms, 
will originate orders for material, and will approve invoices for receipt 
of material and for payment. Such situations often exist—and they 
present rather obvious weaknesses from a protective angle. Here, ade- 
quate control may be effected by a review of transactions by a central 
purchasing office or an internal audit program tailored to fit the 
situation. 


AUDITING AS APPLIED TO PURCHASING 


With this description of the field that the internal auditor is to 
cover—that of internal control—let’s next consider the way that he 
will go about it. He is going to be concerned with what the purchasing 
department does and the way that it is done, according to the policies 
prescribed by management under which it operates. He is coming into 
the department with no idea of being an expert on purchasing. In the 
normal course of his work, he will be reasonably familiar with the 
operations of various departments of the company, and he can bring 
that background to bear in examining and appraising the relationships 
of the purchasing department with other departments of the business 


Even though he would never wish to pose as an expert in purchas- 


A member of the Institute since June 1942, Mr. Cadmus was governor of the New 
York chapter, and national secretary in 1944. 
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men*s and problems. Some of this he may know in advance, much will 
be acquired as his work progresses. In other words, he must know what 
is being controlled in order to examine and appraise the controls. This 
is well expressed by Prof. H. T. Lewis—author of Procurement—in his 
letter commenting on a draft of the report mentioned above: 


“There is a real place for an internal audit of the right sort. Im- 
plied in the statements, of course, is the thought that a so-called ‘in- 
ternal audit’ is not an audit in the traditional sense. An independent 
and sympathetic review of operations conducted on an intra-company 
basis by someone interested equally in finance, production, marketing 
and purchasing can be very worthwhile. After all, all of these interests 
are concerned with the same common objective of company success 
and efficiency. But the survey must be properly conducted. 


By this I do not mean that the internal auditor needs to be an 
experienced purchasing agent. It is as unreasonable to expect this as it 
is that he be at the same time an experienced sales manager, engineer, 
production manager and financier. 


However, it is essential that he know something about each of 
these individual functions if he is to evaluate them. While it may be 
conceded for the sake of argument that he is an ‘expert in control’ and 
a specialist in administration, he can be helpful in neither of these 
areas in the abstract. Effective control (or administration) is only 
meaningful as applied to concrete operations in a specific area, and to 
distinct functions. So, though the internal auditor need not be an ex- 
perienced, trained purchasing man, he must know something about it.” 


The work of the internal auditor may be divided into two major 
phases—-protective and constructive. In the protective phase of his 
work, he is concerned to see that the control structure provides ade- 
quate safeguards to protect the company against waste, loss and fraud, 
just as the purchasing man is. He will be concerned both with the 
general plan and with how the plan is actually working. Sometimes 
the best of plans are circumvented by accident or design, and the execu- 
tives in charge will know nothing of the situation until something goes 
wrong. 


The constructive part of the internal auditor’s responsibility is 
concerned with study and recommendation for the benefit of the com- 
pany. Constructive proposals might be concerned with such matters as 
a recommendation that more effective cooperation between production 
scheduling and purchasing could result in better operation and sav- 
ings—illustrated, of course, with facts and figures. 


The internal auditor has a further responsibility for seeing that 











10 The Internal Auditor 


conditions which may warrant management attention or further study 
are properly brought out to those who are in positions of decision. Much 
of such reporting will be concerned with how policies are working. For 
example, a company with many decentralized operating units might 
have a limit of $100 on any single purchase by an outside unit. The 
internal auditor might find widespread evasion through issuance of 
identical orders, each under the $100 limit. His report would then 
bring out the facts, with suggestion that there should be further study 
to see whether the policy should be rigidly enforced—or the $100 limit 
be changed. 


THE FACT-FINDING PHASE OF THE AUDIT 


The first concern of the internal auditor will be to learn the set-up 
of the purchasing department—what policies govern its operation, how 
the department is organized, what procedures it follows, how its work 
is coordinated with that of other departments. He will usually plan to 
do this through discussions with the purchasing executive or one of 
his supervisors, and through review of such material as departmental 
organization charts and procedure manuals. He will wish to know how 
requisitions and invoices are approved, what the policies are on re- 
lationships with vendors. He will look over the physical facilities for 
purchasing work. 


With this as background, the next part of the auditor’s work is 
examination and verification. It is this phase of the job that often gives 
the internal auditor a quite undeserved reputation as a “snooper.” 


A natural approach to this part of the auditor’s assignment is the 
selection by him of a representative cross-section of transactions for ex- 
amination and review. Here his objective is to determine how things 
are being done in actual operation—whether the procedures that are 
supposed to apply are actually being followed. In this work, the in- 
ternal auditor will be trying to look at things through the department's 
eyes—to understand its problems. When he doesn’t understand, he is 
going to ask questions. And very often the questions will begin with 
that most annoying word, “Why.” For example, suppose that the pro- 
cedures—as outlined to the internal auditor in previous discussions— 
call for getting three bids on any order over $1,000. In his selection of 
orders to be checked, the auditor finds one where this procedure is not 
followed. He naturally must—and will—ask about this. And it may 
be a bit hard to realize that the intent is not to criticize. Undoubtedly, 
there was an excellent reason for departure from the established rule. 
Possibly bids had just been secured on the item at a very good price and 
the supplier had been persuaded to give a duplicate shipment at that 
low price, Such action has made a profit for the company, and the 
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internal auditor has no intent whatever that profit should be subor- 
dinated to procedures. 


The auditor may be expected to ask questions that may seem ele- 
mentary, or even rather dumb. Here again the purpose is only to build 
up the knowledge that is necessary for adequate understanding of de- 
partmental problems. Without such understanding it is not possible 
to understand and appraise the control mechanisms that are set up to 
handle them. 


A simple question sometimes may require one to think things 
over from a new angle. When explanations are needed as to just why 
something is done, one first has to think the matter over and reach a 
logical explanation. The particular matter may never previously have 
been considered from the angle from which the questioner approaches it. 


As an example of where a naive question may lead, an auditor 
noticed a specification for “plug draw” on a purchase order for tubing. 
Knowing nothing about tubing, he innocently asked what “plug draw” 
was. In the final answer, it developed that “plug draw” was based on 
an old specification that had been carried along for several years. The 
process was not actually being used, even though a special charge con- 
tinued to be made for it. The result was that the purchasing department 
was able to secure a refund from the supplier—and total savings were 
some $30,000. 

Just to indicate some of the questions which may be asked, these 
are quoted from our report: 

1. On “Confirming orders,” did some operating department really 

assume the purchasing function? 


2. If orders are placed for such items as memberships, just what is 
gained by clearing these through purchasing routines? 

3. How are transportation allowances verified? 

4. If an order calls for services or materials on a “cost plus” or 


other basis indefinite as to exact amount, how are final changes 
verified? 

I would like to stress again that this portion of the internal audi- 
tor’s work in the purchasing department is informative; it is to provide 
the factual basis from which can be developed constructive suggestions 
for the advantage of the department and the company. In this phase of 
his work, the internal auditor is like Sergeant Friday—‘All he wants 
is the facts.” 

THE APPRAISAL PHASE OF THE AUDIT 

After the facts are developed, the next part of the job is considera- 

tion, evaluation, appraisal, It is quite possible that further investiga- 
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tion in purchasing or in other departments may be called for. In this, 
the internal auditor’s knowledge of, and contact with the other operat- 
ing departments of his company can be of considerable value. For ex- 
ample, suppose that the examination of purchase orders has revealed 
that numerous changes have gone through on a particular manufactur- 
ing part. These changes have meant expensive adjustments with the 
vendor. Here, the interest of the auditor will be to learn the reasons 
given and to make sure that the difficulties and the cost have been re- 
ported to those who have authority and responsibility in the matter. 

Very often this part of the audit will get over into fields that are 
not of direct concern to the purchasing department. That, of course, 
is the auditor’s worry. As one of our members put it, “You can never 
tell just where something that turns up in the purchasing audit may 
lead you.” For example, when the purchasing department has responsi- 
bility for the sale of scrap—as most of them seem to—the internal 
auditor is going to be interested in how the scrap is controlled before 
it is turned over to the purchasing department, whether there are any 
gaps in control that might lead to loss, waste or fraud. 

Along this line, most purchasing departments have responsibility 
for some matters beyond the actual determination of vendor and the 
placing of purchase orders. For example, we found such operations as 
storerooms, receipt and inspection of materials, and authorization of 
payments to vendors, handled by some purchasing departments. There 
is no “right” or “wrong” about such assignment, but the inclusion of 
such functions means that their internal control must be examined and 
appraised both in themselves and in relation to the basic organization of 
the purchasing function. So questioning may be expected on these lines 
as well, together with examination and testing. 

This whole operation of selection, questioning, examination and 
investigation comprises by far the lengthiest part of the internal audi- 
tor’s work in the purchasing department. It will be the part of the job 
that will take up most of the time of purchasing people. It must be 
done, thoroughly and carefully. When it seems necessary to him, the 
internal auditor will go on to make further checks and tests beyond 
those that he began with. This is to be sure that a single deviation is 
not interpreted to cover a general situation. 


SETTLEMENT OF AUDIT QUESTIONS 


When this part of the work is over, the internal auditor will have 
in front of him in the form of notes, working papers and, to some ex- 
tent, in his recollections of discussions, the outline of how the depart- 
ment is organized, what its responsibilities are, what procedures have 
been established, how its work is supposed to be coordinated with that 
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of other departments. Against this, he will have notes on the tests that 
he has made, the differences or exceptions that have been found, the 
situations that have been disclosed. From all of this, he will first ex- 
amine and decide which matters are important and which are unim- 
portant. The majority of internal auditors follow a plan of settling 
relatively unimportant errors and deviations by discussion at the lowest 
possible supervisory level, and eliminating any mention of them in the 
final audit report which can then be concentrated on matters of im- 
portance. Occasional errors and deviation will always happen; in fact, 
a complete absence of them is almost a cause of suspicion. It may be 
that undue attention (which costs money) is being paid to gain such 
perfection. 


After the transactions which have conformed to plans and the 
minor items have been eliminated, there is a remainder that will con- 
stitute the basis for the development of the auditor’s conclusions. These 
may cover such situations as: 


1. Those where repeated deviations indicate that a revision in pro- 
cedure or basic policy should be considered. 


to 


Those where some operating department seems to have assumed 
the purchasing function without due authorization. 


3. Important deviations from policies and procedures. 


The next part of the operation is to go over these individual in- 
stances—appraising each with the idea of deciding what should be the 
auditor’s comment and recommendation. Some of the matters will 
probably be outsi‘e the auditor’s field of control, and the auditor must 
decide just how these should be treated. Often the only handling will 
be to call them to the attention of those who are directly concerned 
with them. At this point, it is quite possible that the auditor will wish 
to sit down for a preliminary talk to learn the purchasing executive's 
reactions to the situation which his work has disclosed, and to make sure 
that the interpretation which has been made is a fair one. He will prob- 
ably discuss some of the recommendations he has in mind in a tentative 
way, and it is quite likely there may be differences of opinion on some. 
This will give an opportunity to get squared away on questions of fact, 
even though there may be disagreement on the conclusions. 


THE AUDIT REPORT 


All this work comes before the drafting of the audit report. With 
all his notes, working papers, appraisals and discussions at hand or 
in mind, the internal auditor then sits down to prepare the report of 
his audit. It is in this report that he will put down in black and white 
the results of his work. Here he will be telling of his findings—and his 
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recommendations. Each company develops a reporting plan of its own. 
The report may be addressed to the purchasing executive or his su- 
perior, or to the auditor’s superior, or to the president, or to no special in- 
dividual. It may be a memorandum of a few pages, supported by de- 
tailed schedules and description. Whatever the form, there is certain to 
have been plenty of work and thought put into it. After the draft is 
completed and before the report is issued, the auditor will generally sit 
down to discuss it with the purchasing executive. Our surveys showed 
that this is done in 91% of the companies we surveyed; and our Re- 
search Committee has recommended that the rest fall in line. 


This discussion has a number of purposes. It insures that the 
factual basis for the report is correct. If the auditor has made an error 
in the material or his interpretation, the chance remains to put him 
straight. The discussion usually results in agreement on a number of 
suggestions so that these may be put into effect immediately. Finally, 
and most important, the discussion lets the purchasing man know in 
advance just what is going to be reported about the audit of his de- 
partment. If he dissents from some of the recommendations—and it is 
quite likely that he will—he has adequate notice so that his own recom- 
mendations can be prepared when the report comes up for final de- 
cision. Possibly contrary to general impression, the auditor likes 
nothing better than to find everything running smoothly and in con- 
trol, and to be able to report that this is the case. 


With the discussion completed, the internal auditor then works 
his report into final form. As mentioned, the exact routing of the final 
report will depend on company policy, but copies should invariably 
reach the superiors of the purchasing executive and the internal auditor. 


CONCLUSION 


When the purchasing executive has had a chance to think over 
the results of the audit, he will feel the satisfaction which comes from 
having operations reviewed and appraised by some one outside his 
organization who knows the company and can be of help with some 
of the operating problems. When the time comes for the next audit, 
we hope, and believe, that there will be a welcome for the internal 
auditor who is there, not to criticize, but to help, so that the purchasing 
department can concentrate on its principal work of making more 
profit for its company through purchasing. 





Editor’s Note: Reprints of this article are available upon request without charge 
from the Institute office, for those who might wish to use the article as a sup- 
plement to the Research Committee Report No. 2 “Internal Auditing And Con- 
trol Of A Purchasing Department,” which will be mailed to all members in 
September. Additional copies of the report may be purchased by members or 
others at $1.00 each. 


INFERNAL AUDIT” 


By E. N. JUDGE 


A disadvantage that often faces the internal audit group is a mis- 
conception as to its objectives and methods of operation, or a disregard 
for it as being an operation of little account. In the following article 
the author explains, for the benefit of the district managers of his or- 
ganization, some common questions posed by laymen. 


ee E must... accept that fearful weapon,” quoted the Chief Ac- 

countant, Ernest Sinnott, opening a talk dealing with internal 
audit given to a meeting of district managers at Headquarters and re- 
peated at the Surrey staff conference. 


At each gathering Mr. Sinnott explained the scope and duties of 
his essential branch of accountancy by putting questions at Head- 
quarters to E. N. Judge, the chief internal auditor, and at the Surrey 
conference to A. A. York, the sub-area auditor. Their answers made 
it plain that there need not be anything fearful about the work of audit 
staff to whom the popular appellation infernal is rarely justified. 


If you read on we think you will agree. 
QUESTION | 


It has been said that internal auditors are an infernal nuisance to 
everybody, are nothing but checkers and snoopers and represent a dead- 
weight on the payroll which does not earn its keep. 


I cannot expect you to agree with this, but if there is any fallacy 
in it, will you tell us where and what it is? 
ANSWER 

Of course internal auditors are an infernal nuisance—they are a 
nuisance to the man who is trying to turn a dishonest penny at the 
expense of the Board. It is part of the internal auditor’s job to make 
it infernally hard for this type of fellow. If this preventative work in- 
volves inquiries which you choose—rather uncharitably—to call snoop- 
ing, then I am afraid we are snoopers. Moreover, I think we are 
justifiably so. 7 

Now about checking! It is a fallacy and a common one to think 
that auditors are always engaged on ticking checking in detail. Audi- 
*Reprinted from Seaboard, South Eastern Electricity Board Magazine (Vol. 7, No. 
2), England, June 1954. 
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tors use short-cut techniques and skills developed over a long period 
of experience and by resort to sampling are able to avoid the masses 
of detail. By their experience of short cut methods they enable the 
Board to avoid employing clerical staff which would otherwise be neces- 
sary for checking work. They relieve the payroll of these particular 
salaries, but this is not the only way in which they more than pay 
for themselves. 


Have any of you heard of— 
Capital contributions. 
Special agreements. 
Stores holdings. 
Repair and maintenance of let out property, etc.? 


Audit investigations on these general subjects have and are pro- 
ducing many thousands of pounds of income which might otherwise 
have been lost or at least inordinately deferred. 


In my opinion, for these and for a lot of other reasons, internal 
auditors are the exact opposite of a deadweight on the payroll. I would 
say however that, as for any other staffs, we must keep a proper per- 
spective of the numbers we can afford to employ on internal audit 
work. 


QUESTION 2 


The Electricity Act insists that outside professional auditors shall 
be appointed by the Minister. Their annual fees and expenses are 
considerable and they are professional experts. 


Why, then, is it necessary that the Board appoint internal auditors 
of its own? 


ANSWER 


You must understand at once that the external or statutory auditor 
and the internal auditor do not overlap. On the contrary, their work 
dovetails. One of the first things a newly appointed outside auditor 
does is to ask for full information about the internal audit and to plan 
his program so as to make full advantage of the work done by the 
internal audit. 


You must realize too that the purpose of the outside auditor is 


E. N. JUDGE is the Chief Internal Auditor of the South Eastern Electricity 
Board, a position he has held from the date of the nationalization of the electricity 
industry. His previous appointments have been in local government, having served 
the Hampshire and Surrey County Councils and the County Borough Councils of 
Oxford, Plymouth, and Southend-on-Sea. 

Mr. Judge is a member of the London chapter of Tue Institute or INTERNAL 
Avupitors, and an associate member of the Institute of Municipal Treasurers and 
Accountants and the Institute of Cost and Works Accountants. 
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different from the purpose of the internal auditor. The former reports 
to the Minister and broadly guarantees to the public that the Board’s 
financial affairs are properly accounted for and that the balance sheet 
gives a true and fair view of the state of the Board’s affairs at a par- 
ticular date. He is not particularly concerned however whether, for 
example, a billing or store’s accounting procedure or wages procedure 
is extravagant or inefficient. 


Internal audit on the other hand does concern itself with this sort 
of thing. It is a protection for management and reports to management. 
You will see that its function is in this respect quite different from that 
of the outside auditor. 


Again, internal auditors have a knowledge of the technicalities of 
the business which it would be difficult for visiting auditors to acquire. 
Engineers want a bit of knowing. We can co-operate with management 
much more smoothly than could the outside auditors. 


About the financial aspect with which you seem to be pre-occu 
pied: if there were no internal audit, we should have a much more de- 
tailed external audit and you would very quickly find out that their 
charges would increase to a much higher figure. External audit like 
the poor would be with us always. 


Whatever internal audit costs. it costs less than its worth. 


QUESTION 3 


Accepting what you say for the moment, will you tell us briefly 
how an internal audit section should plan its work and set about it? 


ANSWER 


Pursuing the comparison of external and internal audit for the 
moment, the statutory or external auditor starts off with the books and 
works through to the balance sheet and certifies it. 


The internal auditor starts off with an organization chart and 
works from that. His staff is located in accordance with a plan and, 
although opinions vary about location, we in Seaboard have located 
internal audit as operating units in each sub-area. The sub-area audi- 
tor plans his work with detailed local knowledge of vulnerability, or 
otherwise, of certain districts or certain fumctions and of weaknesses 
wherever they exist in the administration. 


We divide our time between carrying out standard audit programs 
and departing from them. We depart on special investigations or de 
liberate deviations. 
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Audit programs are a convenient way of setting out concisely the 
basic audit work which, in normal circumstances, will be performed to 
keep accuracy and observance of procedures up to scratch, and to keep 
fraud and dishonesty at bay. 


Sometimes abnormal circumstances exist and then we deviate or 
specially investigate. A good internal auditor will deviate from a pro- 
gram on his own initiative wherever circumstances seem to him to 
call for it. 


We try to insure that work in all offices where cash or cash equiva- 
lent is involved observes the principle of internal check. Put simply, 
this means that the man who handles the cash should never get the 
chance to cook the books! And, talking of cash, remember that 

where goods are paid for and not received 

where goods are issued and not charged 

where services are paid for and not rendered 
the result is little different from the theft of cash. Of course it is not 
always so simple, because the work may be complex or the staff too 
small to observe the principle properly. We note this and then arrange 
the program accordingly. 


QUESTION 4 


You say that internal auditors may be called upon to conduct 
special investigations. Who should they report to and how far should 
their reports go? How about if the chief accountant is found out in 
fraud? 


ANSWER 


I would not like you to run away with the idea that special in- 
vestigations are only concerned with fraud or suspected fraud. You 
seem to like the sensational or scandalous! 


Special investigations are, in general, more of an organization and 
management nature than a police court matter and they may arise out 
of routine audit work or be specially commissioned by management. 
Usually a sub-area auditor reports to a sub-area manager on a special 
investigation—or it may be to the sub-area accountant or chief internal 
auditor—he would use his own discretion according to how the investi- 
gation arose, who asked for it, and what it dealt with. I receive a 
copy of all reports because amongst other reasons, they may contain in- 
formation which can be usefully applied over the whole area. Where- 
ever a report deals with a defalcation it is sent to the chief accountant 
with a copy to the sub-area manager. If a district manager requested 
an investigation, the report would go to him. Wherever it is appropriate 
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to do so, an internal auditor would add his recommendations to a report 
and be prepared to discuss them with the principal officers concerned. 
It is no part of our duty to apportion blame unless instructed so to do. 


If the chief accountant were found out in fraud, it would be for 
him as for all of us a matter for the chairman or chief constable. 


QUESTION 5 


Arising out of what you have just said, there seems to be some 
overlapping between internal audit and organization and management? 
Is this so? 


ANSWER 


In a small undertaking they would be combined, but in one of our 
size there is scope for both to exist side by side, and so long as each 
knows its own job and sticks to it there is little danger of overlapping. 


Internal audit is a first-class training ground for organization and 
management work because every transaction has its financial aspect. 
Some times, however, the financial approach is too narrow and the 
wider views of “Is it policy?” “Huw does it affect other procedures?” 
are important, and organization and management should normally con- 
cern itself with these. 


In some sub-areas the auditors carry out organization and manage- 
ment assignments at the request of management, and with the Board’s 
limited organization and management staff they are I think the best 
officers to undertake this work. 


Generally internal auditors do not design systems, they maintain 
an independence and are therefore better able to criticize helpfully. 


QUESTION 6 
Then what would you say was the use of internal audit as prac- 
tised in Seaboard? Can it be of any help to management? 


ANSWER 


In addition to the normal functions of internal audit as found any- 
where else, namely the safeguarding of funds; the insuring that all in- 
come due to the Board is recovered and that unauthorized expenditure 
is not incurred. We are also specifically charged with insuring the ob- 
servance of the Board’s many procedures, for example, on purchasing, 
capital expenditure and related matters. . 


In addition to all this, we have always practiced the necessity for 
internal audit to act helpfully wherever it is performing its work, and 
to make recommendations to management for the improvement of the 
various procedures in force where this appears to us to be possible. 
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In a board of this size there is a great distance between top level 
management and front line operation. We act as the eyes and ears of 
management—we are in many ways their outposts in the field and 
bridge the gap between accountancy and other functions by taking a 
comprehensive view at all times. 

We have no right to take anything for granted. 


A text book on internal auditing for management was recently 
published in which the scope of internal audit was poetically precised 
by the quotation of some lines from Kipling— 

I keep six honest serving men 

(They taught me all I know) 

Their names are What and Why and When 
and How and Where and Who. 


QUESTION 7 


What sort of qualifications—personal as well as professional— 
would you say an internal auditor should possess? 


ANSWER 
Having listened to the modest (?) way in which I have already 
proclaimed the virtues of internal auditors, you have probably come to 
the conclusion that we should have some sort of musical qualification. 
I have certainly played the trumpet this afternoon, but trumpet 
voluntaries are not the type of music we usually indulge in. I do play 
a musical instrument but I hasten to assure you that it is not the fiddle! 


To be serious for a moment, however, internal auditors should be 
and are professional accountants, but in addition to the accountant’s 
ticket they should possess certain other attributes which I list as— 

Patience, 

An inguiring mind, 

Adaptability, 

Tact, 

Ability to report concisely and lucidly. 

In view of the remarks I have made in reply to other questions, it 
would not be out of place to offer you the following mnemonic for 
audit as practised by any competent internal auditor. 

He should— 

A ssist, 

U nify, 

D iscover and 
I nstruct 


T actfully 
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A quotation from Sir John Vanbrugh should be engraved on the 
auditor’s heart— 
“Good manners and soft words have brought many a difficult 
thing to pass.” 


More to the point, however, is probably one from John Gay— 
“Those who in quarrels interpose 
Must often wipe a bloody nose.” 


QUESTION 8 
One final question. Should the effectiveness of an internal audit be 
judged by the amount of fraud it discovers? 


ANSWER 

I think there is a great temptation to judge internal audit in this 
way. When fraud is discovered it is difficult to avoid publicity—indeed 
it may be a good thing to publicize some of the facts as a deterrent to 
others who may be tempted to fall by the way. 


It is, of course, a good thing when fraud is discovered but that 
fraud should have been possible is certainly not a good thing for in- 
ternal audit. 

Our job is primarily the prevention of error and fraud and its de- 
tection is our secondary responsibility. 

You would not think of judging the efficiency of the police force as 
directly proportional to the amount of crime reported. The police force 
does not prevent crime, it only makes it more difficult and that is pre- 
cisely the function of internal audit in the fields of accountancy and 
administration. 








INTERNAL AUDITING AS RELATED 

TO THE AUDIT DIVISION, COMMODITY 
STABILIZATION SERVICE, U. S. 

DEPARTMENT OF AGRICULTURE” 


By CHARLES B. LANDRY 
Audit Representative 


The Commodity Stabilization Service of the United States De- 
partment of Agriculture is engaged in a program involving vast 
amounts of public money, embracing widely dispersed areas. The 
author explains how the government internal auditor is extending the 
scope of his examination beyond the accounts into the area of opera- 
tions as a safeguard to the taxpayer. 


HE organization of the Commodity Stabilization Service includes 

the central office in Washington, eight regional offices of the Com- 
modity Credit Corporation, a state office in each state, and a county 
office in each county. The Audit Division is the internal audit organiza- 
tion of this agency. When the Audit Division was first organized in 
1945, the InstrruTE or INTERNAL AuprtTors furnished a professional 
consultant who assisted in establishing the audit standards and policies 
which we now follow. The most important function of the Commodity 
Stabilization Service is the making of loans to farmers to support the 
prices of farm commodities. I would like to show why there is a need 
for internal auditing in the federal government, the objectives of in- 
ternal auditing in the Department of Agriculture, and a few comments 
on our approach to the internal audit program. 


NEED FOR INTERNAL AUDITING IN GOVERNMENT 

The federal government involves more money and people and is 
probably the largest single management organization in existence today. 
Internal auditing is an important management tool that can be used to 
obtain more e »momical government operations; but size alone is not 
the only ceason why there is a need for internal auditing in govern- 
ment. Another reason is the lack of the profit motive in a government 
organization. In a profit-making business, the amount of profit earned 


*Delivered at: Institute of Internal Auditors and Federal Government Accountants 
Association Symposium, New Orleans. 
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is an impurtant yardstick used for measuring the effectiveness and 
efficiency of a branch or division of the business. Government organiza- 
tions do not have a similar yardstick. For these and other reasons, I 
believe there is a great challenge and opportunity for internal auditors 
to render constructive service in the federal government. 


INTERNAL AUDIT OBJECTIVES IN AGRICULTURE 


The Office of the Secretary of Agriculture has stated that the pri- 
mary objective of internal auditing in the Department of Agriculture is 
to help management in obtaining effective, efficient and economical 
operations. This objective requires that the auditor carry on activities 
which will assure protection of the agency’s interest and aid in the 
improvement of the various phases of the operations. 


We review the financial affairs and appraise the internal con- 
trols provided by the methods and procedures of the organization. De- 
terminations are made in the audit of each unit of the agency that 
the plans, policies and procedures of management are complied with. 
We ascertain that the assets are properly accounted for and safeguarded 
against losses. The accounting and statistical data developed within 
the agency are reviewed to determine if reliable. Observations are 
made of inefficiency and waste. Deficiencies developed in the audits 
are reported to management with our recommendations for corrective 
action. 


We seek to cooperate fully with the General Accounting Office in 
their audit of the agency. This coordination of audit activities is es- 
sential because the work of the internal auditor will effect the scope 
and extent of examination work performed by the GAO audivrs. In 
this respect the relationship between the internal auditors and the Gen- 
eral Accounting Office is similar to the relationship of the internal 
auditor in private business with the public accountant. 


METHODS AND APPROACH TO THE AUDIT PROGRAM 
Independence and Location of Audit Division in Organization 


The director of the Audit Division reports directly to the admin 
istrator who is in charge of the Commodity Stabilization Service. This 
is in line with the basic philosophy of the Department of Agriculture 
that the internal audit staff should report to top management to facili- 
tate execution of audit objectives. 


The work of the Audit Division is a staff function; we do not 
under any circumstances perform line operations. The auditors are 
completely independent of the operations they are charged with audit- 
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ing. We believe that this independence is necessary for objective audit 
findings. 


Audit Division Manual 


The Audit Division manual includes all policies and instructions to 
the auditors. Our internal audit principles which have been incorporated 
in the manual were fashioned after those outlined in the “Statement of 
the Responsibilities of the Internal Auditor” published by the Instt- 
TUTE OF INTERNAL AUDITORS. 


The audit manual provides the format of work papers, audit files 
and audit reports. The manual also outlines the scope and establishes 
the objectives of each of the different types of audit. The auditor uses 
these outlines in developing the audit program for each individual audit 
assignment. ; 


Audit Reports 


The audit findings and recommendations are discussed with re- 
sponsible officials at the conclusion of the audit. A written report is 
then submitted to the office that was audited and copies are forwarded 
to interested management officials. The office responsible for action on 
recommendations contained in the report must reply indicating cor- 
rective action that was taken. After the reply has been received, a 
follow-up is made to determine if the report should be cleared. We also 
check in the subsequent audit that recommendations of prior audits 
have been adopted or satisfactorily cleared. 


Writing the audit report is probably the most important phase of 
the audit assignment. The internal audit report is for management pur- 
poses only, and should be specially written for its intended purpose. 
The report should be mainly a discussion of exceptions that require 
management attention. The internal auditor should not require man- 
agement to study a long, technical discourse upon the accounts to get 
to the deficiencies that need correction. 


The internal auditor’s approach to the audit report should not be 
patterned on the approach of the public accountant to his report. The re- 
port of the public accountant is used by creditors, investors, stock- 
holders, management officials and others. He must provide information 
necessary to the interests of each. It seems more appropriate to com- 
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pare the internal audit report to the management letter that the public 
accountant addresses to his client rather than compare it with his 
formal report. 


The internal auditor should be trained in methods of writing re- 
ports that are easy to read. He must know how to get ideas off the 
written page and into the reader’s mind. He should acquire and use 
the techniques of “utilitarian writing.” An effective internal audit re- 
port does not necessarily have literary value but it must be clear, con- 
cise and complete. 


Approach to the Internal Audit 


The newer concept of internal auditing is that the responsibility 
of the internal auditor is not limited to the audit of the accounting rec 
ords but extends to all operations. In order for the internal auditor to 
measure up to his increased responsibilities, it is necessary that he drop 
his former narrow preoccupation with the accounting records and as- 
sume an overall concept of the organization. The auditor must develop 
ability to recognize how his recommendations will effect all depart- 
ments of the organization. The management in adopting or rejecting 
the auditor’s recommendations must consider the overall effect upon 
the organization. The auditor will increase his value if he will use the 
same type of high level judgment in seeking solutions to problems en- 
countered in the audit. 


SUMMARY 

In summary, I think the federal government presents the profes 
sion of internal auditors with its greatest opportunity for constructive 
service. The objective of internal auditing in government is to help 
management in obtaining effective, efficient and economical operations. 
The emphasis in internal audit reports should be placed upon the ex 
ceptions that require management attention. Finally, the Department 


of Agriculture has recognized and placed into effect the newer concept 
of the responsibilities of the internal auditor. 











UTILIZATION OF INTERNAL AUDITING 
BY THE GENERAL ACCOUNTING 
OFFICE’ 


By HAROLD C. BARTON 
Supervisory Auditor, New Orleans Regional Office, 
U. S. General Accounting Office 


The Federal Government of the U.S.A. has control of more re- 
sources than any business in the world today. Not only is it engaged 
in the receipt and disbursement of public funds, but in many instances 
is engaged in business. The author describes how the central control 
agency of the government frames its auditing philosophy, and how it 
appraises the work of other internal auditors within the same overall 
structure. 


HE Budget and Accounting Act of 1950 provides that: “In the de- 

termination of auditing procedures to be followed and the extent 
of examination of vouchers and other documents, the Comptroller Gen- 
eral shall give due regard to generally accepted principles of auditing, 
including consideration of the effectiveness of accounting organizations 
and systems, internal audit and control, and related administrative 
practices of the respective agencies.” 


Why should the General Accounting Office utilize the work of 
agency auditors? Why should this be of interest to internal auditors 
for private enterprise, or to practicing public accountants? 


FUNCTIONAL RESPONSIBILITIES 


In order to answer these questions let us consider the functions of 
each group of accountants mentioned above. Agency internal auditors 
are charged with the responsibility of reviewing the financial condition 
of their organization, and the results of its operations for a given period. 
Audit results are reported to management representatives, and re- 
sponsibility is limited to the agency audited. The General Accounting 
Office is charged with the responsibility of reviewing the financial con- 
dition of an agency at a given date (usually a fiscal year end), and 
the results of its operations for a given period (usually a fiscal year). 
Audit results are reported to Congress and to agency management. 


*Delivered at New Orleans Symposium of Federal Government Accountants 
Association. 
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The General Accounting Office is responsible to Congress. It is an 
agency of Congress, independent of agencies operated by the Executive 
and Judicial branches of our government. In this sense its functions 
are similar to those of the public accountants. The primary function 
of the public accountant is to report independently to management and 
to interested third parties (usually stockholders) on the financial condi- 
tion at a given date and the results of the operations of a client company 
for a given period. The functions of internal auditors of private enter- 
prise are similar to those of the agency internal auditors. Responsibility 
is limited to their own organization and to reporting to the manage- 
ment of that enterprise. 


Since accounting is not an exact science, the concept of what is 
meant by reporting on “the financial condition and the results of oper- 
ations” is broader in some areas of accounting than in others. This is 
due in part to the ultimate use of accountants’ reports. In addition, 
accountants differ under similar circumstances in their concept of “the 
financial condition and the results of operation.” Because of these facts, 
it is necessary to review and evaluate the audit work of agency internal 
auditors. The General Accounting Office must determine the scope 
of agency audit coverage, the independence of review, and the reliance 
that may be placed upon the audit work and the findings included in 
the audit report. 


SCOPE OF INTERNAL AUDIT 

The fact that the work of internal auditors is going to be reviewed 
results in the question, “What is expected of the internal audit?” In 
order to utilize internal auditing to the fullest extent, the General Ac- 
counting Office expects the internal auditor to conduct his reviews in 
the same areas as the GAO. Specifically, this includes all elements of 
management control, such as accounting, staffing, organizational struc- 
ture, financing, planning, and—most important of all— the efficiency 
and economy of physical operations. Any problem confronted by man- 
agement is a problem subject to review by the General Accounting 
Office and by agency auditors. 

For sake of illustration, we have selected and extracted a few ex- 
cerpts of the significant findings developed by the General Accounting 
Office during the course of audits and other examinations, as reported to 
the Committee on Appropriations, House of Representatives, December, 
1954: ° 

1. Warehousing—an investigation of the overali utilization of 
warehouse space under the control of one agency established that there 
existed approximately 1,900,000 square feet of excess storage space. 
In view of the fact that another agency located in that vicinity was 
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planning the construction of 160,000 square feet of warehousing crea, 
it appeared that much space could be transferred and the latter agency 
could cancel its plans for the construction of a new warehouse; also, 
some 689,000 square feet of privately owned storage space currently 
under rental at a cost of $435,000 a year could be released. 
2. Inefficient utilization of personnel and equipment. 

3. Unnecessary purchases and excess property. 
Improper warehousing (inadequate), receiving, recording and 
warehousing procedures. 
5. Ineffective space utilization. 
6. Overgrading of contractor personnel (excessive salaries). 
7. Overstaffing of contractor personnel. 

Lack of departmental policies and programs. 
9. Grazing in excess of carrying capacity of range. 


> 


In order to develop the above findings, it was necessary for General 
Accounting Office personnel to inspect the utilization of personnel, 
equipment and property, to observe operations, and to understand the 
purpose of the agency and its operations. They had to relate the pur- 
pose and the operations to accounting data and determine whether the 
intent of Congress was being carried out economically and efficiently. 
To the extent of its limitations, the General Accounting Office expects 
the same performance of internal auditors—a review of management 
controls. 


APPRAISAL OF INTERNAL AUDIT OPERATIONS 


The next consideration is, “How does the General Accouting Office 
evaluate the performance of agency internal auditors?” Several factors 
are considered in evaluating internal audit work, among which are: 
qualification of personnel; independence of action; areas covered; ex- 
tent of coverage; documentation of audit work; reception of findings; 
and subsequent action by management. 


The basis of our evaluation usually centers around the audit report, 
audit program, and audit working papers of the agency. We usually 
examine the audit working papers and audit program to determine the 
areas covered, extent of coverage, techniques applied, and steps fol- 
lowed. Findings are related to work performed and the probability of 
similar findings in unaudited areas is considered. Tests are made of 
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the work covered by the internal auditor and of unaudited areas to 
determine the reliability of working papers and findings. The audit 
report is reviewed as well as the subsequent action taken by manage- 
ment. Future audit planning of the internal auditor is also considered. 


CORRELATION WITH GAO AUDIT PROGRAM 

Utilization of internal auditing by the GAO is based upon con- 
clusions reached during the above evaluation. Results obtained by in- 
ternal auditing determine whether the GAO will conduct a comprehen- 
sive review of agency operations, a limited review, or no review at all. 
The degree of acceptance determines the amount of audit work the 
GAO will perform. An audit program will be developed after review 
of the agency’s internal audit which will stress areas which the GAO 
found were not covered, or in which they felt coverage was inadequate; 
they will omit or test lightly areas which were adequately covered. 


Audit work performed by internal auditors of government con- 
tractors is also utilized under contracts specifying price redetermination, 
cost-plus features, escalation clauses, and other features necessitating 
review. The internal audit work under these conditions is evaluated 
and utilized in the same manner as agency audits. Public accountants’ 
reports are also utilized and, where working papers are available, are 
evaluated to determine the extent of their usefulness for the purposes 
of the General Accounting Office. 


CONCLUSION 


Utilization of internal auditing by GAO is of interest to all ac- 
countants for a two-fold reason: 


First, due to the extensive contract program of the Federal Govern- 
ment, it is possible for private enterprises to become subjected to review 
by the GAO through entrance into a contract of any nature, excepting 
fixed price. This is, of course, of interest to the public accountant who 
may find himself in the position of having stated the liabilities and 
profit of a company to be such an amount and later being confronted 
with a subsequent determination by the GAO or other government 
agency of a reduction in income and additional liabilities due to im- 
proper costs of operations, etc. This, too, is of interest to the company’s 
internal auditor who should have appraised management of the occur- 
rence of improper costs. 


Second, the utilization of internal auditing is of interest to every 
taxpayer. The proper functioning of internal auditing to reduce waste 
and increase efficient economical operation of an agency means tax- 
dollar savings. In addition, the proper functioning of internal audit 
staffs reduces the work of GAO and cuts costs. 








DEMOCRATIC INTERNAL AUDITING 


By CHARLES J. GHESQUIERE 


General Auditor, Detroit Edison Company 





Human relations can make or mar effective auditing. In expound- 
ing on this maxim, the author describes from experience steps which 
have been taken to achieve more effective man-to-man relationships as 
a means toward improvement of financial controls. These considera- 
tons are described insofar as they affect both the person who is being 
audited and the person who is conducting the audit. 





HIS presentation will deal primarily with how we can improve our 

internal auditing practices by democratic techniques. To be some- 
what more specific, we should completely discard our autocratic prac- 
tices. Instead, we should take full advantage of the opportunities to 
share our knowledge and to improve human relations. 


Not too many of us realize that internal auditing deals primarily 
with human beings rather than with inanimate matters which can be 
scientifically measured. There is a distinct difference between the way 
an engineer performs his job and the way an auditor should perform 
his. Engineers are concerned principally with inanimate matters and 
are able to solve most of their problems by being competent to deter- 
mine the qualities and usefulness of materials; for instance, the design 
of a bridge may require the use of I-beams or cables. The strength and 
size of the I-beams and cables can be scientifically measured to de- 
termine what should be used in the construction of the bridge. 


An internal auditor is mostly concerned with improving existing 
practices by other humans in the areas of accounting, financial, and 
certain other operations. In order to successfully improve the other 
fellow’s practices, we must deal directly with the person or persons in- 
volved in the function being audited. It appears that the most effective 
way of dealing with these individuals is by a sharing of knowledge and 
the exercise of good human relations. Many prefer to substitute “good 
communications” for “sharing of knowledge.” Either expression is 
acceptable. 

The sharing of knowledge is extremely worth while in most of our 
daily auditing activities on the job. I have appreciated the potentiality 
of this sharing of knowledge more in the last few years as the result of 
becoming responsible for our company’s program on methods and pro- 
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cedures. Let me take a few minutes to tell you about how we conduct 
our methods and procedures program to illustrate my point. 


Our present methods and procedures program was established after 
considerable discussion with other senior officers of the company. One 
of the principal factors which led to its acceptance was that the opera- 
tional plan permitted and encouraged participation in reviews of pro- 
cedures and methods activities by the personnel in the departments 
affected. It appeared that when systems specialists went about the job 
of recommending changes or improvements in procedures they fre- 
quently encountered opposition which resulted in only a fraction of 
the recommendations being adopted. It seemed desirable to establish a 
program which would assure complete acceptance and adoption of 
recommended changes. 


Here is briefly what we did to accomplish this objective. Our pro- 
cedures and methods activity is primarily a committee activity. We 
have a top committee consisting of the following people: General Audi- 
tor, Assistant Secretary, Assistant Treasurer, Assistant Controller, As- 
sistant Manager of Sales, and the Manager of Operations. This com- 
mittee solicits procedure studies and is responsible for the organization 
of a project committee, made up of people in various departments con- 
cerned with the procedure being reviewed. The project committee 
chairman and secretary, who are members of the methods and pro- 
cedures department, are assigned to conduct the review by the repre- 
sentatives of the departments concerned, who become members of each 
project committee. At the completion of the study, the project com- 
mittee issues its report of recommended changes to the top committee. 
The latter then review the report and get acceptance by the heads of 
the departments concerned. In order to get acceptance from department 
heads, it sometimes requires considerable discussion in a committee 
meeting. The final report of recommendations is then referred to the 
executive vice-president for his approval to make the recommendations 
effective. 

Our experiences to date indicate that this method of participation 
and the sharing of knowledge results in the development of good pro- 
cedures, So far we have had 100% acceptance of all completed projects. 
In addition to the work accomplishment, we have observed a worth- 
while improvement in human relations, and in a broader and better 
understanding of their own jobs by the proje¢t committee participants. 


Our experience in the methods and procedures activity indicates 
very definitely that people are interested in sharing their knowledge 
and applying it to their jobs. It seems that we must recognize this 
more fully in our auditing activities. We can improve our personal re- 
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lations with those individuals whom we contact in our work if we will 
pay more attention to human relations. Human relations are never en- 
hanced by giving the other fellow the impression that you are “expert- 
ing” his activities; whereas, there is generally at least, respect for the 
auditor when he consults and interviews. 


Some while ago I read a newspaper article by Billy Rose which 
illustrates how careful we must be in giving advice to others. People 
are usually not very receptive to the advice of others. Billy Rose said 
that a friend of his came to him for some advice about his marital prob- 
lems. His married friend apparently had become fond of another 
woman and was considering divorcing his wife to marry the other 
woman. Billy knew both women quite well. He thought very well of 
the wife and thought that it would be a mistake for his friend to leave 
her. Billy knew the other woman to be a selfish type of person, loving 
many men and not likely to make one man happy for any length of 
time. He advised his friend to forget the other woman and remain with 
his wife. So, his good friend proceeded to obtain a divorce and marry 
the other woman. After a short time, it was evident that this marriage 
was a failure; the friend again contacted Billy. He wanted Billy to ar- 
range for a satisfactory contact with his former wife. Billy talked with 
his friend’s former wife and she immediately asked his advice about 
remarrying her former husband. Billy advised her not to do this be- 
cause he believed the man to be flighty, and would probably fall in love 
with some other woman before long, just as he had before. So, the 
wife proceeded to marry her former husband. After a brief period, the 
couple were again in trouble, and each of them blamed Billy Rose for 
giving them poor advice. 

Most of us recognize the fact that in many instances the auditor 
is considered to be a spy or “snooper.”” It takes years of demonstration 
and education to alter this viewpoint of supervisors and even some 
members of top management. Top management people frequently ap- 
pear to be very cooperative and considerate of the auditor's activities 
when the auditor is reviewing the work of the manager’s subordinates. 
However, when the auditor reviews the activities in which the manager 
himself is directly concerned, the latter often takes a much less tolerant 
attitude. 


We must recognize these situations and learn to be tolerant of the 
other fellow’s views until we have demonstrated our ability to accom- 
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plish our auditing responsibility without seriously disturbing the other 
man’s peace of mind. 


There is ore observation I made a number of years ago that I have 
found helpful in maintaining good uuman relationship with those indi- 
viduals with whom we deal in our auditing activities. There is nothing 
novel or unique about this observation, but I find that although most 
of us recognize it and agree with it, we often forget to practice it. The 
observation I refer to is this: that if we give assurance whenever possi- 
ble to the individual whose work we audit that we do not intend to refer 
unsatisfactory situations to superiors, that individual will be much more 
tolerant, cooperative and friendly. People appear to be much more 
concerned about what their superiors will think of them than almost 
any other single phase of their work. Obviously, there are instances 
when we must report our findings to higher management personnel. 
One such instance is when an individual has continued to be careless or 
uncooperative. Such cases are the exception and we don’t need to worry 
much about them. But even in such instances it is good policy to inform 
the erring employees of your intentions, and to explain why such re- 
porting is necessary. 


Another instance where auditors may have no choice about re- 
porting to higher management, is when a manager insists on being in- 
formed of all of the auditor’s findings. I have requested our auditors to 
follow the practice of reporting and obtaining acceptance of their recom- 
mendations at the lowest level of supervision possible. I believe that 
the results of this philosophy have been good and generally well re- 
ceived. There is no doubt about the very favorable effect it has on the 
personnel we audit, with respect to their attitude toward auditors. 
There are, however, two factors which we must take into consideration 
in order to maintain this philosophy successfully. One factor concerns 
itself with the viewpoint of the manager or department head who feels 
he should know all about the auditor’s findings. I have found that on 
occasions it takes some lengthy discussion to convince such individuals 
that it is in the best interest of the company and his department to 
permit us to continue to practice our philosophy. I haven’t found any 
manager or department head in our company who hasn’t finally agreed 
that our policy was good and acceptable. 


The second factor we must take into consideration concerns the 
morale of the auditor. Many auditors obtain a great deal of satisfaction 
in performing their assignments if they can contact higher levels of 
management, either orally or through written reports. Some of them 
are likely to become frustrated when not permitted to discuss their 
findings with higher management. We, who are in charge of our com- 
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pany’s auditing activities, must recognize this possibility and compen- 
sate for it in other ways. We attempt to do so in the following manner: 


Our senior auditors, who are responsible for audit assignments, are 
requested to report two ways. In addition to the report to the person 
in charge of the function audited, he issues a report to the general 
auditor. The report to the general auditor includes all his findings, 
recommendations and observations. In this way, he knows his superior 
will learn about his work, and that he will be given recognition for 
outstanding achievement. Also, we make sure that the senior auditor 
is fully informed about any discussions the general auditor or his as- 
sistant have with higher levels of management in regard to his audits. 
Also, in many instances, the senior auditor is asked to participate in 
such discussions. 


There are, obviously, many other human relation considerations 
with respect to our auditing activities. I will cite some others and some 
individual cases to illustrate them. 


If, during the course of an audit, we find non-compliance with 
established procedures, numerous clerical errors, and so forth, we at- 
tempt immediately to assess the workers’ attitudes and their reasons for 
the conditions as they exist. Careful questioning and discussion should 
create an atmosphere in which both parties can reach a satisfactory 
solution for their mutual problems. During the interview the auditor 
should share fully his auditing responsibilities and how they relate to 
the other fellow’s work, with his fellow employee. Too often we are 
fearful of disclosing auditing techniques, believing that others will take 
advantage of this knowledge to the detriment of company and to audit- 
ing. I think it is a risk worth taking, and that the advantages of this 
course of action will greatly outweigh any other course we might pur- 
sue. Auditors, who assist management by explaining and educating 
employees in management matters and in the relationship of the em- 
ployees’ activities with other segments of the business will be the ones 
most likely to raise the level of auditing. 


The auditor must be understanding and have considerable patience 
to operate in this manner because he will run into some trying situ- 
ations. Let me illustrate this by relating one experience of mine, which 
happened a number of years ago. 


At one time, the head of the payroll department had almost full 
responsibility for all payroll matters, including pay practices and ac- 
count distribution. He reported to the treasurer, and was completely 
independent of the accounting department. Because so much responsi- 
bility rested in the one department, our auditing activities in the pay- 
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roll department were quite extensive. We had on one or two occasions 
given consideration to recommending redelegation of some of the pay- 
roll work to establish better internal control. Each time it was ap- 
parent that it would be difficult to remove any work from the payroll 
department, as it would undoubtedly resist any change in procedure 
which would reduce its responsibilities. We gathered considerable data 
to show that if the payroll work pertaining to the distribution of work 
orders were transferred to the accounting department, the company 
would benefit in several ways. Primarily, it would establish a worth- 
while internal control which would considerably reduce auditing ex- 
pense. It became necessary to furnish this data in a report to the 
treasurer. The treasurer discussed our report with the payroll depart- 
ment, who agreed with most of the data we had presented but ex- 
pressed the opinion that they could propose a procedure which would 
not transfer any work out of the payroll department. 


The treasurer, after several discussions with me and with his pay- 
master, decided that a change in procedure was desirable and seemed 
to favor our proposal, but was reluctant to act against the recommenda- 
tion of his department. I suggested to him that he permit the payroll 
department to give their plan a trial for a period of three to six months, 
in which time the results could be appraised. The treasurer appeared to 
be quite pleased with this suggestion and instructed them to make the 
temporary changes. The responsibility for initiating the changed pro- 
cedure developed by them was assigned to an assistant paymaster. 
After about four months, the assistant paymaster and some members of 
his staff expressed themselves as being entirely dissatisfied with the new 
procedure, and so informed the paymaster. The latter then instructed 
his assistant to take steps to put the auditing department’s recommenda- 
tions into effect. 


You may ask a perfectly normal question—wasn’t it a waste of 
time, and also expensive, to adopt a procedure that most of us knew 
wouldn’t work? The answer is yes, but the long-range benefits far 
exceeded the immediate losses. 


Another instance of the application of the democratic technique in 
an auditing operation is one I experienced recently. We have recently 
had a new president and a new executive vice-president in our com- 
pany. These changes resulted in a number of changes in top manage- 
ment responsibilities. A few months ago the president invited all of 
the senior officers and managers of the company to attend an evening 
dinner meeting. This included the top sixteen people in the company 
immediately below the chairman of the board. One of the items men- 
tioned in the meeting was that the responsibility for authorizing com- 
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pany transactions would change somewhat as the result of recent 
changes in the organizational structure of the company. He requested 
me, as general auditor, to review our record of authorizations for com- 
pany transactions. 


I decided that the democratic approach would be to invite the con- 
troller and the manager of employee relations to participate in this re- 
view. It seemed to me that the controller would be interested and con- 
cerned with many kinds of transactions and would be able to offer much 
assistance in determining the proper approvals required. The manager 
of employee relations would be interested and concerned in all trans- 
actions affecting employee activities. He would be able to offer con- 
structive advice on such transactions as pay practices, personal em- 
ployee activities, and many others. They immediately accepted my 
offer to make this review a conimittee of three. I am sure that the final 
recommendations concurred by the three of us will be much more ac- 
ceptable to the president than if the general auditor had done the job 
by himself. You may think this is an unusual assignment—engaged 
in by top management personnel—and therefore not indicative of other 
more normal auditing activities. I believe, however, that many regular 
auditing activities can be handled in a somewhat similar manner. If 
a senior auditor can enlist and encourage participation of some of the 
people whose functions he audits, the result will be much more effective 
than if he attempts to take an autocratic approach and force his views 
on others, 


I will conclude with a quotation from an article by Colby Door 
Dam which appeared in the March 1947 issue of Think Magazine: 


“Each person has an ideal, a hope, a dream of some sort which 
represents his soul. In the long light of eternity this seed of the future 
is all that matters! We must find this seed no matter how small it 
is; we must give it the warmth of love, the light of understanding, and 
the water of encouragement. We must learn to deal with people as 
they are—not as we wish them to be. We must study the moral values 
which shape our thinking, arouse our emotions and guide our conduct. 
We must get acquainted with our own inner stream, and find out what’s 
going on in our own heads and hearts. We must put an end to blind 
instinctive sensory thought and feeling. We must take time to be 
human.” 


TEN FUNDAMENTAL CONCEPTS OF 
INTERNAL AUDITING 





Over recent years the scope of internal auditing has undergone 
substantial expansion. More and more enterprises, conscious of the 
need for extending the appraisal function into new fields, have en- 
couraged the internal auditor to broaden his range of examination. And 
now the auditor, faced with a new and somewhat unfamiliar task, is 
necessarily compelled to reappraise his own working methods and 
philosophies. Are the practices he has hitherto employed equally valid 
in the field of non-financial auditing? 


A leader of internal auditing thought has propounded “ten funda- 
mental concepts of internal auditing,” which we are reproducing here. 
He expresses principles which may guide the auditor in venturing into 
these new fields. As auditing practice is barely beyond the embryonic 
stage in the operational area, as yet there can be said to be little widely 
accepted or orthodox thinking on the subject. Readers are therefore 
cordially invited to offer their comments on these concepts. 


TEN FUNDAMENTAL CONCEPTS OF INTERNAL AUDITING 


1. The basic purpose of all internal auditing is the rendering of a 
useful service to all members of management—operating, as well as fi- 
nancial. 


This is accomplished by furnishing objective analysis and com- 
ments concerning various company operations, and stemming from 
examinations involving verifications, inquiries and appraisals. 


2. Recognizing this basic premise, it is obvious that the specific 
nature of such service will be dependent upon the type of activities for 
which the management of a company is responsible; hence it will differ 
between companies. 


For example, the area of the services of an internal auditor in a 
bank or insurance company will be quite different in detail—although 
not in primary aim—from that of an internal auditor in an industrial 
concern. ss 


3. The basic criterion of worthwhile internal auditing is the men- 
tal approach of the internal auditor to the matters being examined. Ir- 
respective of whether he is dealing with financial or operating matters, 
back of the detailed work he is doing the question will always be up- 
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permost in his mind: “What effect, good or bad, does this have on the 
general interests of the company?” In other words, he will look at 
transactions—not alone as an accountant verifying mathematical ac- 
curacies and accounting classifications—but as if he were the owner or 
manager of the business. 


This requirement, therefore, makes it imperative that the internal 
auditor must not only understand the basics of business management, 
but that he be equipped with professional imagination. 


4. The internal auditor will be at all times concerned with the so- 
called “protective” aspects of auditing—protection of cash, materials, 
etc. 


It must be recognized, however, that the extent of cash auditing 
will be appreciably greater in certain companies or departments than 
in others. 


The tendency to set up a distinction between “protective” and 
“constructive” auditing is unnecessary and largely theoretical. 


The detection of a fraud that has occurred; the pointing out of 
weaknesses in controls that might permit future frauds; discoveries of 
poor judgment or waste; recommendations in the interests of improv- 
ing employee or customer relationships; suggestions for lessening 
costs—all these strengthen the company’s position. Hence, they achieve 
the same end-result: better profits. 


5. Since internal auditing is a service to management, its scope is 
bounded only by management wishes and professional competency. 


The word “audit” is derived from the Latin “auditus” which 
means a “hearing.” Thus it signifies listening, observing, relating, ana- 
lyzing, appraising the validity of statements or depositions, forming 
conclusions, etc. 


The application of such a definition negates the assumption that it 
deals only with one phase of business. It can enter into any business 
activity, provided that management so desires and that the internal 
auditor is not presumptuous in the scope of his examinations and in 
the opinions which he offers. 


Audits which are made in non-financial areas are often termed 
“operational” audits. 


6. Some people who have had no practical experience with “oper- 
ational” auditing, have either a vague understanding or a total miscon- 
ception of what the term means, 
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An audit of this type deals with such matters as adherence to gen- 
eral company policies, the discharge of assigned responsibilities, the 
quality and sufficiency of administrative and other controls to ensure 
efficient and timely performance of duties, the satisfactoriness of re- 
lationships with other organizational groups, and similar matters 

It does not attempt to appraise technical skills (engineering, medi- 
cine, chemistry, geology, general research, etc.), nor does it attempt to 
appraise the physical performance or skill of mechanics (shop, factory, 
foundry, etc.). It may, however, include appraisals of organizations, in 
which the auditor may have had no actual detailed experience, but does 
have fundamental and general knowledge. In such examinations, train- 
ing in the art of asking questions, ability to assimilate information, 
analyze data, and reason logically—always with an open mind—place 
him in the position of furnishing information which may well be useful 
to management. A typical department in this category would be 
“Purchasing.” 

In non-financial audits, therefore, the internal auditor will render 
service to management, to the extent of his training and analytical 
skills—and this can be considerable. 

7. The entree to practically every audit will be through the med 
ium of “documents” and. “records.” Every department has records of 
some kind. They are used for specific departmental purposes; but an 
imaginative auditor will often find that they can be made useful for 
auditing analyses. Some of these records will show dollars, some will 
not. They may show quantities, or time, or any other symbol of the 
activity of an employee or group of employees. Irrespective of their 
nature, they will be studied and analyzed in order to form opinions 
as to their accuracy and their implications from the standpoint of over- 
all business effects. 

8. The internal auditor should have an understanding of the fund- 
amentals of systems and methods work, but he should not participate in 
the development and installation of detailed systems and procedures 
since to do so may curtail his objectiveness in future audits where such 
systems have been placed in effect. 

He may rightly report deviations from procedures, or apparent 
weaknesses in the systems themselves, and he may indicate quite prop- 
erly the general direction of the improvements required. Beyond this, 
the systems survey, design and installation should be accomplished by 
others. 

It is perfectly proper and desirable, that the general auditor (as a 
specialist on the subject) be consulted on matters of internal control 
connected with new systems, or major changes in systems. 
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9. The internal auditor should not attempt to establish the pro- 
priety of the amount of manpower in an organization which he is 
auditing. 

As in the matter of systems, he may make some general observa- 
tions on the subject—if conditions which he has observed indicate 
obvious over or under-staffing. Survey and final determination should 
be accomplished by another group. 

10. The optimum benefits to be obtained from internal auditing 
will be obtained through: 

(a) careful selection and planned training of staff members, 

(b) capable and imaginative leadership, 

(c) a well thought-out and organized audit program, agree- 
able to top management, 

(d) constant study of the company’s operations and programs, 

(e) sound and friendly relationships with all levels of man- 
agement and supervision, 

(f) salaries and opportunities for staff members that will at- 
tract the high quality of men required. 








NEGOTIATION AND CONTROL OF 
CONSTRUCTION CONTRACTS’ 


By ANTON STEVEN 
West Penn Power Company 


The auditor who faces a construction contract assignment is pre- 
sented with a fertile field in which to provide his company with signifi- 
cant savings. In this article the author has drawn from an extensive 
experience of his own and his colleagues, and has provided a useful 
practical guide for the auditor, including some examples of savings 
which auditors have achieved ky making a practical approach to this 
type of examination. 


INTRODUCTION 


HE use of proper procedures and practices for the negotiation and 

control of construction contracts may put your company in a better 
bargaining position, avoid excessive costs, unwarranted losses, or costly 
misunderstandings. 


Those of you who have worked in the construction field know of 
its interesting and unlimited problems. Some of you have been able to 
show management where your suggested procedures or audit techniques 
have reduced construction costs. If you want to reduce construction 
costs, think with me now on some of the important points to consider 
in “Negotiation and control of construction contracts.” 


When, at a recent meeting, the word “negotiate” was mentioned, 
and it was indicated that the auditor might have a part in negotiating 
contracts, quite a few eyebrows were raised. There were also remarks 
made like, “not our function” or “highly controversial subject.” 


Of course, the auditor should not in any way be directly respon- 
sible for negotiating any contract. He could act as an advisor to those 
primarily responsible for negotiating contracts, or be part of a commit- 
tee to discuss or advise on negotiation problems, depending on the par- 
ticular organization of your respective companies. In this way the 


*This paper was presented at the National Conference of Electric and Gas Utility 
Accountants in Chicago on April 27, 1955. It is the result of a study carried out by 
the author as a project of the Internal Auditing Committee of the American Gas 
Association and the Edison Electric Institute. Some of the views expressed are of a 
controversial nature and do not necessarily represent those of the member com 
panies of A.G.A. or E.E.L., or of the company by whom the author is employed. 
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internal auditor can be of service to the operating departments and 
management by suggesting certain contract cost clauses, accounting 
procedures, and controls to improve construction contracts. 


There are incorporated, in this paper, some of the ideas and cases 
mentioned in the answers to a questionnaire which was distributed to 
all members of the Internal Auditing Committee of the American Gas 
Association and Edison Electric Institute, and a selection of various 
members of the Pittsburgh Chapter of Tue Instirure or INTERNAL 
Auprrtors. In this way we have ideas from a representative group com- 
posed of electric and gas utility auditors and also some diversified in- 
dustrial company auditors. 


Contracts take various forms, depending on their origin and the 
policies existing in the particular company. We can break them down 
into three general categories: 

1. Firm price or lump sum contracts, 
2. Unit price contracts, 
3. Cost-plus contracts. 


Different types of contracts have various inherent problems. 


FIRM PRICE OR LUMP SUM CONTRACTS 


Firm price or lump sum contracts are used where it is possible to 
specify the quality and quantity of the work or service desired. Specifi- 
cations can be drawn up and submitted to various contractors for bids. 
It is important when reviewing the bid inquiry file to determine that 
all vendors or contractors solicited were a representative group of the 
existing market, and that they all bid on the same specifications. The 
firm price contract is relatively simple to control after the contract has 
been formalized. Problems do arise, however, if they contain escalator 
clauses, or if significant extras or changes are authorized. 


UNIT PRICE CONTRACTS 


Unit price contracts are used where certain operations or services 
are to be performed, or definite units of physical items of a certain 
quality are to be provided and can be measured in some manner of 
units, but the final quantities to be provided are indefinite, (i.e. exca- 
vations, pavements, pipe lines, power lines invoiced at “X” dollars per 
foot; tons of coal, etc.) If the actual quantity is based on the physical 
property. service, etc., rendered, then the controls surrounding field 
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operations become of utmost importance. It requires the engineers in 
the field supervising the work, or other responsible persons, to make 


accurate progress reports including measurement of the physical units 
or service rendered. 


COST-PLUS CONTRACTS 


Cost-plus contracts are usually used wherever the other two types 
cannot be obtained because of unpredictable physical or economic con- 
ditions. 

1. Cost-plus a fixed fee, 

2. Cost-plus a fixed percentage of cost, 

3. Cost-plus a fixed percentage of cost with a limit on the profit 
factor, 

4. A combination of (1) —fixed fee or (2) —fixed percentage of 
cost with a provision for a bonus for underrunning and a pen- 
alty for overrunning the estimated cost. 


Cost-plus contracts differ from firm price contracts in that the cost- 
plus contract is not self-policed by the incentive for efficiency. Cost- 
plus contracts require various controls and constant detailed auditing in 
order to determine that the company pays only cost of labor, materials, 
and equipment used on the job; to determine that all such items were 
actually needed on the job; and to ascertain that the payments are in 
accordance with the terms of the contract. 

NEGOTIATION OF CONTRACTS 

Let us consider generally what should be provided for in the negoti- 
ation of contracts. Whether it be the person primarily responsible for 
the negotiation of the contract, or you as an auditor reviewing the con- 
tract, you both should consider the same principles if you want the 
best possible contract for your company. An objective to keep in mind 
in preparing a contract is to provide for controls in order to assure full 
value received for any expenditure made under the contract and, con- 
versely, to pay the supplier his costs and a reasonable amount of profit. 
In order to achieve this, avoid ambiguities, and clearly set forth the 
intent of the parties in regard to cost and controls, the following points 
should be considered. (These may or may not apply equally to all 
types of contracts.) 


We will assume that the work has been properly authorized, and 
reviewed by both engineers and management to pass on the technical 
data and the economic need for the expenditure. 


We will also assume that proper estimates have been prepared, 
specifications drawn up, competitive bids solicited and analyzed for a 
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successful bidder. In this connection, it is desirable to obtain from var- 
ious contractors from whom bids are solicited, various supporting in- 
formation depending on what type of contract is desired. 


You should know exactly what you are buying and on what basis 
you are going to pay for it. 

As mentioned before, firm price or lump sum contracts are rela- 
tively simple to control. However, you do want an understanding on 
the following: 

1. Extras or changes are to be authorized in writing and price 

agreed to in advance of the work. 


In some cases the “extras” are let on a cost-plus basis. You then 
must exercise exceptional care to avoid duplication of charges which 
are covered by the firm price contract. 


An example of such a case involved a contract for a building— 
the low bid was approximately $190,000. There were 48 change orders 
of about $27,000. About $15,000 of the change orders were on a cost- 
plus basis because of unknown factors connected with the foundation 
work. In auditing the contractor’s records, it was determined that he 
overbilled the company net $1,000. 


He had billed for reinforcing rods used on the main contract. 


He had billed on the foundation extra for concrete used on the 
second floor and the roof. 


He had underbilled about $340 on excavation work. 
He had overbilled about $300 on insurance. 


2. If an escalator clause is necessary, it should define the base and 
give the method to be used in computing escalation. Here many 
of the points applicable to cost-plus contracts also apply. You 
would want certain supporting evidence in the case of escala- 
tion billing. One of the points to keep in mind in escalation 
charges is the relationship between escalation increase dates and 


shipping dates. 


There was the escalation case of a large equipment manufacturer 
overbilling a company about $4,800. The facts were these: 


The escalation clause allowed increases in accord with the industry 
price. 


The increase date was May 18, allowing a price increase of about 
$4,800 on two units. 


The units were invoiced and shipped June 3, after the increase 
date. 
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However, the auditor in his review of the Purchase Order file noted 
a bit of correspondence stating that the units would be ready late in 
April and that storage space was available. 


Upon further inquiry, it was determined that the units were actu- 
ally completed and stored prior to the increase date. 


The old invoices were cancelled and new invoices, less the $4,800, 
were issued. 


There are numerous other cases where the contractor did not recog- 
nize the actual material or labor increase dates but applied escalation 
to all material and labor. A case of this nature involved a painting 
contract. 


A painting subcontractor submitted an invoice for escalation, 
amounting to $6,700. The escalation was based on a 25¢ per hour in- 
crease in painters’ wages and, four months later, a 744¢ per hour in- 
crease in welfare fund payments. An audit of company records and 
the subcontractor’s time records disclosed that the escalation was in 
excess of what the subcontractor was entitled to by $1,700. Computa 
tion of the escalation by the contractor was based on an estimate of work 
completed on the effective date of the increases, whereas the verifica- 
tion of the escalation invoice by the auditor was based on application 
of the increases to man-hours of labor on and after their effective dates. 
Less than one day of an auditor’s time at the subcontractor’s office was 
required to complete the verification. 

Other items to consider in firm price contracts are: 

3. Insurance policies should be in accordance with company pol- 

icy, giving contractor and company coverage desired. 

4. Is a performance bond necessary? If so, has the company re- 

ceived evidence of the contractor executing such a bond? 

5. Do you want progressive payments and provision for a re- 
tention of a portion of the invoices? 

6. Provision for “back billing” the contractor for any services or 
materials furnished him by the company which the contractor 
was to supply under the terms of the contract. 


“I 


Provision for audit rights in the case of cost-plus extras, or escal- 
ation clause contracts. 


Unit price contracts require essentially the same type of provisions 
as discussed under the fixed price contracts. It must be emphasized, 
however, that a clear understanding must be had as to what each unit 
of work is composed of, so that there is no duplication or overlapping 
when more than one type of unit is used. Also, the method of measur- 
ing, reporting, and invoicing of the units should be clearly understood. 
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Cost-plus contracts have a characteristic of being misunderstood by 
both purchaser and supplier and are by far the most difficult to control. 
These should, at least for all contracts of significant size, be reviewed 
prior to execution by representatives of the operating, legal, purchasing, 
and financial departments. Some companies have set up committees 
composed of representatives from each of these functional groups, to 
review major contracts. Some of the major considerations from a cost 
and control point of view are: 


to 


to 


LABOR 


. Rates to be paid for labor, whether union or other approved 


rates, should be agreed upon and stated in the contract. These 
then will serve as contract basic rates, should there be any 
negotiations for increases. 


. Labor charges should be supported by copies of the contractor’s 


payrolls. This serves as the basis for labor costs. Any payroll 
insurance or taxes which are a cost to the contractor should be 
provided for with proper allowances for non-taxable wages, and 
refunds on insurance. 

Verification of personnel and equipment working on the job. 
Daily time records should support all payroll and equipment 
rentals. These should be prepared by the contractor and, if 
practicable, signed by a company representative responsible for 
the job or someone who makes daily unannounced field checks 
on men and equipment. 


. Authorization of overtime work. Overtime work should be pre- 


scheduled and approved prior to starting. The pre-scheduled 
list of individuals and crafts and estimated time and expense in- 
volved can then be compared with actual overtime worked. 
Supervision should be classified as to whether it is included in 
labor costs or overhead. 


MATERIAL 


. Material costs should be based on net cost to the contractor. En- 


gineers on the job should approve the quantity and quality of 
the materials going into the job. Material prices should be com- 
pared to market prices, where possible. In order to provide max- 
imum control over material, some companies provide for fur- 
nishing materials for the contract through their own purchasing 
and stores facilities. 


. Discounts. The method of handling trade, quantity, cash and 


prompt payment discounts, etc., should be specified in the con- 
tract and should usually be passed on to the company. 


to 
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Salvage or reusable materials removed by the contractor should 
be credited to the cost of the job at a fair value. 


GENERAL 


Overhead rates, if any, should be agreed upon and stated. A 
clear statement as to what is included in overhead and on what 
basis computed should be made part of the contract in order to 
avoid misunderstandings and excessive billing. 

Rental of equipment rates should be included. A list should be 
submitted giving a description of equipment and the hourly, 
weekly, or monthly rentals. An understanding on whether the 
rental includes equipment operators, maintenance, fuel and oil, 
etc., should be stated on the list of rental rates. 

The auditor observed one case where “certain equipment was 
being used almost every day of the month and that daily rental 
rates were being paid. A study of the costs indicated that it 
would be more economical to rent the equipment by the month, 
with the result that a yearly saving of $15,000 was made. It 
was also found that it would be more economical to purchase 
a trenching machine which was being rented.” 

Tool charges are usually on the basis of a certain percentage of 
labor. If not on an actual cost basis the tool charge percentage 
used should be equitable and not contain a profit factor. One 
company was charged 8% on total labor for the use of small 
tools, charges for the year totaling about $6,700. During an 
audit of the contractor’s cost ledger it was determined that his 
tool costs for the same year amounted to approximately $1,100, 
an overbilling of $5,600. 

Insurance coverage certificates should be filed with the com 
pany’s insurance department. 

Handling and payment for building permits, licenses and other 
fees necessary for the project should be specified. 


Requirements and approval of subcontractors. The company 
should have the authority to approve or reject subcontracting 
of any portions of the work. The terms of the general contract 
should also apply to any subcontractor so that the company 
will essentially have the same control over any of the contrac- 
tors on the job. The contract sheuld specify whether or not 
subcontractors’ charges are to be included in the base on which 
overhead and profit are computed. 


Changes in specifications or extras should be authorized in writ 
ing by a responsible company representative. These “change 
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orders” should be numbered giving adequate description of 
changes and estimated costs. Determine as far as possible that 
“extras” are not included in specifications or work done on the 
general contract. 


. Retention of a certain portion of billings (usually 10%) should 


be part of the terms, this retention to be paid at the satisfactory 
completion and acceptance of the job. 


9. Performance bond—is one required? Determine if company 


has received evidence of contractor executing performance bond. 


. Rate of profit and basis on which it is applied. A complete un- 


derstanding not only on the rate but also on what it applies is 
of great importance to avoid duplication or pyramiding of 
charges. . 

It may be desirable to base profit only on straight time labor. 
In some contracts, material is also included in the base. These 
are factors which must be considered when making comparisons 
of various contractors’ proposals. 

In one case the contract and contractors’ billing were referred 
to all persons concerned, including the prime contractor, with 
the result that it was agreed the overhead and profit fees should 
have been computed only on labor costs, exclusive of payroll 
taxes, insurance, and equipment operators’ wages. The con- 
tractor refunded about $50,000. 


The difference between cumulative (pyramided charges) and 
straight application of overhead and profit percentages are 
shown by the following hypothetical example: 


Using a labor base of $100,000 plus, a 10% factor for insurance 
and taxes, a 10% factor for overhead, and a 10% factor for 
profit, you get the following result: you pay on the cumulative 
basis a total of $133,100 as compared to the straight basis total 
of $130,000, or a difference of $3,100. 


The difference in the net bill on the cumulative method is ap- 
proximately 2.4%. This difference can become significant on 
large contracts. It is important, therefore, that billing methods 
in the application of overhead and profit percentages be defi- 
nitely understood. 


. Provisions for “back billing” the contractor for any services or 


materials furnished him by the company which the contractor 
was to supply under the terms of the contract. 


. The contractor should maintain a separate account or record for 


each contract. The contractor should keep such records and 
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vouchers in order to provide him with the basis for correct in- 
voicing and to provide data for making audit verifications. 

13. Right of the company to audit records, make time checks, and 
material inventories to substantiate contractors’ invoices should 
be provided in the contract. 

14. Some companies have a field procedure manual for major con- 


struction contracts which outlines procedures, responsibilities, 
and controls. 


CONTROLS OVER FIELD OPERATIONS 


A system of controls through inspections and checks, by company 
field personnel, and controls through labor and material reports should 
establish that the work indicated by the contractors’ invoices has actu- 
ally been performed. 


Under the fixed price contract controls are relatively simple. We 
must ask ourselves the question—“Are we receiving what we contracted 
for?” 

1. Is the material used of the quality and quantity mentioned in 
the specifications? Some responsible company employee should 
report on the materials used or installed, and compare these 
with drawings, specifications, etc. given in the contract. 

2. Does the performance or use of the equipment, building, service, 
etc., live up to the qualifications mentioned in the proposal and 
contract? 

3. Has some responsible person certified to the quality and quan- 
tity of material used, and performance prior to final payment? 

4. Items billed on invoices should be shown in such manner and 
detail that they can be identified with the same items in the 
proposal and contract. This avoids confusion as to what is being 
billed and aids in the verification or checking of invoiced items 
with units agreed to in the contract. 


The same general controls used in fixed price contracts are neces- 
sary under unit price contracts. The units invoiced must be thoroughly 
checked in the field to assure accuracy of the invoices, and avoid 
duplication. 


There was the case of a unit price contract for digging a coal mine 
shaft at about $300 per foot. Were it not for an alert engineer on the 
job, the company could have lost about $1,500. The contractor meas- 
ured the depth of the shaft from the top of the coping built at the 
mouth, and based his billing on that measurement. The engineer in 
checking the measurement used the previous ground level as his starting 
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point, disregarding the subsequently built up area around the mouth 
of the shaft. 


Cost-plus contracts, because of their nature, necessitate many more 
field controls, the major ones being: 


1. A responsible person should verify the daily man-hours and 
equipment rental hours through unannounced field checks. 


to 


. An accurate record should be kept of man-hours worked and 
equipment rental hours, since this is the basis for the greater 
portion of cost. 


3. Materials arriving at or leaving the site should be controlled 
if practicable. Receiving reports and invoices should be ap- 
proved by company field representatives if possible. Field engi- 
neers should also inspect materials for quantity and quality. 
Proper credits should be given the company for materials re- 
moved from the site. 


4. The contractor should maintain a separate account or job cost 
record for each company job or contract. This job cost record 
will be charged with all costs applicable to the job and will pro- 
vide the basis for the contractor’s invoice. It should be under- 
stood that the invoice should set forth complete detailed descrip- 
tion of the elements of cost, and supported by copies of payrolls, 
vendors’ material invoices, expense statements, etc. 


The internal auditors can provide control which can be used in 
both the field and the main office where the invoices are processed. 
Through an adequate contract auditing program, the internal auditors 
can be of great service to management and the operating departments. 


EXAMPLES OF AUDIT FINDINGS 


Here are some examples of what the internal auditor can do for 
his company through the review of negotiation and control procedures 
over construction contracts: 


1. A cost-plus contract provided for a 10%, charge for general ad- 
ministrative overhead. In talking with the salesman of the 
company it was indicated that this might be high for the par- 
ticular job, which was in excess of $100,000. 

No change was reflected in subsequent invoices. 


While at the contractor’s office during the audit, the auditor ex- 
amined the draft of the final invoice. The 10% rate was still 
being applied. Not until the auditor asked to examine their 
records relating to overhead experience did they “discover” that 
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overheads should have been based on a sliding scale, in this case 
$4,000 plus 3%. 


Savings on this item—over $5,000. 


2. There are various cases which deal with the recovery of state 
gasoline taxes. In one case, where about $17,000 worth of gaso- 
line was consumed on the job site in equipment not classified 
as motor vehicles, the company was able to obtain a refund 
from the contractor amounting to about $4,000. 

3. Numerous cases cite the fact that many contractors overcharge 
on Social Security taxes and payroll insurance by application of 
rates on inflated basis, and also by not passing on rebates or 
insurance dividends. On one job auditors were able to recoup 
about $78,000 on this basis. 


As shown by these examples, the internal auditor is well qualified 
to, and should examine the circumstances surrounding the placing of the 
contract, controls over field operations, and the preparation and proces- 
sing of contractors’ invoices in accordance with accepted accounting and 
auditing principles designed to assure value received, maximum pro- 
tection and minimum costs to his company. 


CONCLUSION 


It is not intended that the review of the internal auditor take the 
place of any staff or operating department experts or specialists. Neither 
is the review or audit intended to relieve any department or person of 
their responsibilities in their particular function. We are only attempt- 
ing to make audit service and past experience available for the improve- 
ment and strengthening of controls over construction contract expendi- 
tures. 


Internal auditors exist to aid management and the company in 
every way possible. One way is to assist in the preparation of better 
contracts at their inception and thus, preclude the possibility of losses 
inherent in poorly written contracts which fail to take into consideration 
the proper basis for billing and afford proper controls. They should aid 
management and the other “specialist” departments (purchasing, legal, 
engineering, etc.) in their efforts to provide for proper controls and to 
avoid misunderstandings in a contract so as to assure full value received 
for any commitment made. Both parties, the contractor and the com- 
pany, will then have more complete understanding of the terms and 
conditions of the contract, which will result in better relations between 
the two, as possibilities for disagreement and arguments are minimized. 
In future dealings then, both parties will experience more equitable and 
harmonious relationships. 








APPRAISING THE ANNUAL REPORT’ 


By W. T. HAMILTON 
The Cleveland Electric Illuminating Company 


The internal auditor is sometimes asked to review a draft of his 
company’s annual report. In this statement the company reveals to 
the world at large a varying degree of information regarding its opera- 
tions and finances. The author examines some practical concepts re- 
garding annual reports which should help the internal auditor who is 
invited to participate in reviewing such documents. 


F you've had an opportunity to look at many of the annual reports 

published by business during the last few years, you’ve undoubtedly 
noticed that many different styles of presentation are being used. Some 
of the styles have been pretty extreme. I have in mind one company 
that went so far as to translate the financial section of its annual report 
into 172 lines of poetry which were published in its house organ 
Strange as it might seem, those who read the poetry would have to ad- 
mit that many other styles of reporting have been far less informative. 


Another company I can think of presented its annual report in a 
series of comic strips; and another presented its report on a phonograph 
record which it sent to its stockholders so they could hear instead of 
read the story of the year’s results. Then, last year there was a com- 
pany which used cartoons in its annual report. 


Going to the other extreme, I know of one company that issued its 
report in the simple form of just four pages, with no frills or fanciness 
added. This particular company, incidentally, is a large, well-known 
corporation. And then, there is the more typical annual report, the one 
made up of 20 to 30 pages, including graphs, charts, pictures, and other 
mediums of presenting information. This is the form of annual report 
which all of us are more accustomed to seeing. 


Yes, a lot more work and thinking has been going into the annual 
reports published during recent years . . . a lot more expense, too. 
Despite all this increased attention and increased expense, there’s a lot 
being said negatively these days about the annual reports published by 
business. Everyone who considers himself a critic on this subject says 
that by far most annual reports are not doing the job for which they’re 
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intended. They say a lot of changes are needed. When you consider 
what the job of an annual report is and then, look over those released 
by business in the last few years, I don’t see how anyone can disagree 
with those critics. An annual report is suposed to tell the story of the 
company’s activities for the past year, and to tell it so it can be under- 
stood by stockholders and all other interested persons. 


During the last couple of years, one of my work assignments has 
given me the opportunity to literally look over hundreds of annual re- 
ports published by companies in all business fields. From that exper- 
ience, I can say that I agree one hundred percent with those critics. By 
far, most annual reports have and still are missing the boat. As a mat- 
ter of fact, I’ve had in mind for a long time that here is one more splen- 
did oportunity for the internal auditor to bring home a winner in his 
effort to accomplish his appraisal objective. 


The first thing I want to do is look back over the past 15 years to 
point out just what happened to prompt the need for all the changes in 
annual reports which critics are calling for. Back in the early 30's, stock- 
holders or stockholders’ representatives were about the only people to 
whom companies distributed their annual reports. Many of those people 
were fairly well versed in business language. They included bankers, 
lawyers, brokers, investment analysts, and others who could understand 
the technical terms used in annual reports. A company could afford 
to use the traditional terminology of professional accountants to com- 
municate information. 


But then, the great “change” started—and, what a change it’s 
been! First, 1933 brought the New Deal into power; and one of its 
first moves was the “Securities and Exchange Act.” As a result of this 
act, more and more companies began making their financial stories, 
including statements concerning their profits, public. Financial sections 
of newspapers gave more and more space to these stories; the public, 
therefore, heard and read more and more about profits. 


It was about this same time that organized labor began to grow 
and show its power in such spectacular fashion. Union leaders added 
themselves to the readership of annual reports, and made many notes 
about profits. Unionism began to tie in wage demands with profit 
figures. 


You may also remember that comparties began to notice quite a 
change in the composition of their stockholder groups. Our standard 
of living was on the up-swing. One proof of this was that many average 
men found themselves with a few dollars to invest in stocks or bonds. 
This has been especially true in recent years. For instance, here is 
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evidence of how ownership has broadened during the last 20 years: 
In 1930, a group of 50 representative American companies listed on the 
New York Stock Exchange had 2,750,000 stockholders. Today, those 
same companies have over 4,433,000 stockholders, an increase of more 
than 60 percent above 1920. A.T.&T. now has a stockholder in one out 
of every 45 families in this country, over one million shareholders 
altogether. 


Getting back to the change in the composition of stockholder 
groups, newspapers realized what was happening, and gave still 
more space to reporting business profits. Consequently, not only a 
large group of stockholders, but also the general public and company 
employees became very profit conscious. 


Business soon discovered that even though profits are the backbone 
of our free enterprise system they were completely misunderstood and 
strongly resented by the mass of the new, larger group of interested 
persons. This was, and still is, because of the shameful truth that the 
average person is basically ignorant of sound economic principles, 
not to mention the financial and accounting terminology used to tell 
the story of business. Labor leaders knew this and even chose to label 
all profits as excessive. This, of course, further aggravated the average 
man’s misconception of free enterprise and its profit factor. 


To support what I’ve said, consider these results of a nation-wide 
poll conducted by the Psychological Corporatior of New York in 1946. 
Of the people interviewed, 26 percent had no idea what profits com- 
panies make, while 74 percent did. Of this 74 percent, all but 13 per- 
cent were wrong, and most of them far wrong. Keep in mind that, 
though government reports showed the average profit per sales dollar 
in 1945 to be 3.8 cents, the public thought as follows: 6 percent that it 
was above 60 cents; 26 percent that it was somewhere between 30 cents 
and 59 cents; 29 percent that it was somewhere between 10 cents and 
29 cents; and only 13 percent believed it was below 10 cents. Only 13 
percent of all those polled could be: considered correct; 87 percent of 
those polled thought that the average profit per sales dollar was above 
10 cents, while it was actually 3.8 cents. 


Wrong ideas about profits are only part of the public’s miscon- 
ception of how American business operates. The same Psychological 
Corporation found out from another survey, conducted just four years 
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ago, that one out of five persons judged that a big corporation is usually 
owned by more than 20,000 people. It’s almost unbelievable, but that 
same survey revealed that one out of three people agreed with the 
statement: “A handful of men, like the DuPonts, Rockefellers, Fords, 
etc., own most of the corporations in America.” 


Well, here are some facts that contradict those misled beliefs. 
A.T.&T. has now over one million stockholders; U.S. Steel has over 
276,000 stockholders; Standard Oil of New Jersey has over 215,000 
stockholders; General Electric has over 251,000 stockholders; and Gen- 
eral Motors has over 457,000 owners. The same survey mentioned 
above reflected a high percentage of disbelievers in private enterprise: 
34 percent believed they would get as much or more under government 
ownership; only 36 percent thought they would get less; and 30 percent 
were uncertain. Many of us can’t help but ask, “How can such notions 
exist in such prevalence in a nation which enjoys the highest standard 
of living in the world, a standard of living brought about under a system 
of free enterprise?” In answering this, it isn’t enough to say that the 
average person is ignorant of our free enterprise system. Just saying 
that doesn’t help the situation a bit. What is really needed is active 
effort to eliminate the misconception in the public mind. By now it 
certainly should be obvious to all of us that we cannot count on govern- 
ment administrators or labor leaders, who command so much of the 
public’s attention, to remove the misconception. Business has only itself 
to look to for doing this job. 


Some months ago, I read an editorial in the Cleveland Plain Dealer 
which pointed at business and accused it of having been derelict in its 
duty to educate the public about the way business operates. This is an 
undeniable truth. If not, why then has so much of the public continued 
to harbor erroneous ideas about free enterprise and profits? In spite of 
certified audits, and all the safeguards imposed by federal and state 
laws and by the regulations of the securities exchanges, a substantial 
percentage of the public distrusts the financial statements of business. 


How does all this tie in with annual reports? As I mentioned 
earlier, annual reports are no longer private matters. They have be- 
come public business over the last 15 years. The practice of most corp- 
orations in recent years has been to invite the readership of employees 
and the general public, as well as stockholders. This has had some good 
results, but also some bad ones. While companies have bettered rela- 
tions with those who have been able to understand their reports, they 
have furthered the suspicions of those who do not have the technical 
knowledge with which to interpret the financial facts given in the re- 
ports. This is an extremely unhealthy condition, since the untrained 
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group greatly outnumbers the informed group. If only from the nu- 
merical standpoint, the untrained group is the one towards which we 
should direct our efforts when preparing annual reports. These are the 
people who never heard about an annual report 15 years ago, but who 
today hear and read about them from the radio, newspapers, union 
magazines, business magazines, company house organs, and at union 
meetings. Business, thank goodness, is finally realizing that it cannot 
ignore these people when it tells its financial story. It realizes that these 
people pack the punch it takes to win or lose elections, to throw out or 
elect the politicians who make laws and thereby influence our way of 
living. Business realizes that these people must be made to understand 
how and why business operates the way it does. It realizes that there 
is a big education job to be done. 

Business realizes that all this is vitally necessary, but I’m sorry 
to have to add that most companies have done little about it. Oh yes, 
most companies release their financial stories to the newspapers, and 
make copies of their annual reports available to employees. They say 
this is educating people about the inner workings of business. But, noth- 
ing could be further from the truth. The fact of the matter is that “Mr. 
Average Man,” whether he be an employee, a stockholder, or just some- 
one who happens to be interested, still doesn’t understand what most 
companies are asking him to understand in their annual reports. The 
financial story of business is just as much a mystery to him as ever. 
Trying to read the financial statements of an annual report is like read- 
ing so much Greek. It doesn’t register; it’s over his head; it even makes 
him suspicious of the truth. 


Perhaps you've noticed that I concentrate my remarks on the fi- 
nancial statements of the annual report. I do this for three reasons: 
first, because the stockholder or employee or whoever else looks at an 
annual report is interested first in what profit the company has made, 
and what its financial condition is; second, because there has been more 
criticism of the financial statement sections of annual reports than of 
any other part of the report; and third, because internal auditors have 
the financial and accounting know-how to do something about this de- 
ficiency. By this I don’t mean you should not look at and do something 
about other sections of the annual report. You certainly have the re- 
sponsibility to make that your business, too. Perhaps, though, we’d bet- 
ter get the weeds out of our own patch before we start telling our 
neighbors how to get rid of theirs. 


So far, I've been talking in generalities, attempting to point out 
what brought about the need for changes in the way annual reports 
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are prepared. Now, I want to point out more concretely about what 
I’m talking. 

Let’s suppose that I’m a “Mr. Average Man.” I may own five 
shares of a company’s stock, or perhaps I’m a lathe operator with that 
company. In either case, a copy of the company’s annual report is sent 
to me. I have a real interest in the company, so I’m glad to be able to 
look over its annual report. I notice the report contains some financial 
statements. A copy was sent to me, so I presume I’m supposed to read 
those financial statements. 


, 


First, I see a couple of pages called the Balance Sheet. Here, I 
have to stop and ask myself a question: “What the devil is a Balance 
Sheet?” It must be that something balances, so I look around and sure 
enough I do find something that balances with something else. The 
figures at the bottom of both pages are exactly the same. But again, I 
have to ask myself a question: “What does this mean? What if they do 
balance?” Already, I’m confused. Then, I notice that all the amounts 
in the statement show cents. Can this really be? Can that huge com- 
pany really keep track of everything down to the penny? I just wonder! 


I decide to take a look at the figures in the body of the report. Per- 
haps I'll learn something from them. I soon find out they’re just as 
confusing as everything else. I see terms such as “current and working 
assets,” “accrued,” “deferred charges,” “amortization,” and “premium 
paid on 354% bonds.” To say the least, all this baffles me. What it all 
means is a complete mystery. 


Hopefully, I turn to the next page and the next financial statement. 
One look at it, and I’m still baffled; this one is called a Profit and Loss 
Statement. I have a couple more questions. How can it be both? Which 
did we make, a profit or a loss? Down at the bottom, I discover we did 
make a profit—thank goodness for that! But again, I see a lot of things 
that look almost like double talk. Here’s an item called “Special Credit- 
Refund of Federal Income Taxes under section 722 of the Internal Rev- 
enue Code.” That’s just great, but what does it mean? Here’s another 
one called “Adjustment in connection with tax loss and security trans 
actions.” Is this bad or good? I don’t know. I’m confused again. Wait 
a minute. It says see Note C. Note C? By golly, there’s Note C way 
down at the bottom of the page. Here’s what it says: 


Note C—Sales of securities during the year resulted in a net profit 
of $742,161, which was credited direct to earned surplus. For Fed- 
eral Income Tax Purposes, said sales resulted in a net loss of 
$1,042,787. The estimated reduction ($267,499) in Federal In- 
come Taxes for 1950 resulting from such security transactions has 
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been added to the aforementioned profit credited direct to earned 
surplus. 


This is the crowning blow—with this, I give up. I have only one thing 
to say: “That company has a lot of nerve throwing that kind of stuff 
at me. I don’t understand it, and I don’t believe it.” 


With that, we leave “Mr Confused Average Man.” The poor guy 
has had enough. What I’ve done is combined a few actual excerpts from 
some of business’s annual reports of last year with a typical stockholder 
or employee reaction. Originally, I was going to say at this point that 
trained men like yourselves would have no trouble with this terminol- 
ogy, but right now, I'd bet not many of you could paraphrase what I’ve 
just quoted. 

And what about all the rést who form the readership of annual re- 
ports these days—all those “Mr. Average Men”—the schoolteachers, 
carpenters, office clerks, rug salesmen, and grocery store owners? These 
are the people to whom business must primarily direct its annual re- 
ports. Within the objectives of annual report preparation, it must allow 
for and strive toward the removal of the misconceptions about business 
which I talked about earlier. In short, business should and must use 
the annual report as a means of fostering better understanding and a 
higher appreciation of the American system of free enterprise. Those 
who have the responsibility of preparing the financial statements of the 
annual report can make a highly important contribution to this end by 
providing statements which lend themselves to easy reading and under- 
standing. 

To be more specific about simplifying terminology, let me ask a 
few questions about some of the more common items found in financial 
statements of annual reports: 


1. In describing the asset cash, is the location of the cash really 
important? Does it matter too much to the reader whether the cash was 
on hand, in postage stamps, or in bank accounts? Wouldn’t the word 
“Cash” suffice in describing this assct? How about getting rid of excess 
words like these? 

2. Does the average reader know clearly the meaning of “Accounts 
Receivable” and “Accounts Payable”? Wouldn’t the wording, 
“Amounts Due From Customers” and “Amounts Owed To Suppliers” 
more clearly describe these accounts? 

3. Is the term “Current and Working Assets” understood by most 
readers? “Working” is an accounting term. How about eliminating it? 

4. Must holdings in government securities be described in detail? 
How about “U.S. Government Securities” instead of “U.S. Government 
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Securities—at cost (approximately market)”? The word “approxi- 
mately” might well cause confusion in the mind of the reader. 


5. Are minor items such as various deposits, other accounts re- 
ceivable, and prepaid amounts significant enough to warrant being 
listed separately? Wouldn't grouping these under “Other Assets” be 
satisfactory? 


6. Does “Earned Surplus” tell the story adequately? The word “sur- 
plus” carries the bad connotation that it is something extra or excess, 
which too often prompts the stockholder reaction, “Why don’t we get 
it?” “Earnings Retained For Use In The Business” or “Earnings Rein- 
vested In The Business” are two alternatives which have been em- 


ployed. 


7. Can we rightfully expect that all readers will know what we 
mean when we use words such as “accrued,” “accruals,” “amortiza- 
tion,” and “deferred”? Just a little study will bring out everyday words 
which will serve as improvements over these technical ones. 


I’m sure it isn’t necessary that I review each and every item usu- 
ally found in the balance sheet or income statement. I’m sure you see 
what I’m ¢Criving at. Every item in those statements deserves to be re- 
viewed and considered on its own merits for the purpose of determining 
another word or term which might convey fuller meaning. I’m not 
saying that you'll find need for change in every case, but I do say that 
you'll find a lot of ground for improvement. 


Here are a few more suggestions for your consideration: 


1. How about replacing the caption “Balance Sheet” with “Fi- 
nancial Position” or “Financial Condition At Year End’’? 


2. How about replacing the traditional title “Consolidated Income 
Statement” with “Results Of Operations”? Why not place this state- 
ment in front of the balance sheet within the report? Aren’t readers in- 
terested in profits first? 


3. Must cents be shown in financial statements? Wouldn't dollar 
amounts be just useful, and less confusing? Or, how about reporting 
amounts in thousands of dollars only? Several companies are already 
doing this. 


4. Can't footnotes as such be eliminated and their information in- 
cluded in the body of the report instead? 


5. Why not. identify earned surplus as a part of shareholders 
equity? This can be done by placing it in a spot close to the capitaliza- 
tion information. 
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6. How about using “Capitalization” instead of “Capital Stock’’? 
This would permit grouping all sources of corporate capital under one 
heading. 

7. Is the significance of the independent public accountant’s certifi- 
cation known to more than a few readers? A separate, brief explana- 
tion would seem to be in order. 


8. How about a special financial section for the analyst who re- 
quires more detailed information? 


These are only a few possibilities of simplified, more meaningful 
terminology in annual reporting. I urge you to look over your annual 
report, and to exploit every opportunity for its improvement. 


The internal auditor, a trained accountant, should take the initia- 
tive in analyzing his company’s annual report. This hasn’t been a gen- 
erally accepted responsibility of the internal auditor, but I do know of 
one who made a very comprehensive and effective analysis of his com- 
pany’s report. I refer to Gordon Crowder of Peabody Coal Company in 
Chicago. As a result of Gordon’s survey and study a couple of years 
ago, the Peabody annual reports since that time have been rated con- 
siderably more effective. Crowder estimates that his company’s report 
achieved an improvement of nearly 12 percent in effectiveness, based 
on the Forbes magazine yardstick for annual reports. 


So much for straight accounting information with which internal 
auditors should certainly be qualified to deal without question. Now, 
how about the narrative information contained in the body of the re- 
port? Should the internal auditor attempt an appraisal here? During 
the last year or so, businessmen have shown considerable interest in the 
“readability” of other communications. Fortunately, some standards 
have been developed by communications experts with which to measure 
the effectiveness of the written word. I strongly suggest that you ac- 
quaint yourself with these standards, and apply them to whatever 
writing you do. I have in mind, of course, that you should by all means 
make the application to your annual report. 


I can’t very well mention readability standards, or making annual 
reports more readable and understandable, without mentioning Dr. 
Rudolf Flesch. Dr. Flesch is considered by most critics of present day 
writing to be the top authority on making things easier to read and 
understand. He is a professor at New York University, and a consultant 
on readability to the Associated Press, many publishers, government 
agencies, educational organizations, and business corporations. It’s been 
said that Flesch’s ideas have played a major role in lifting writing habits 
out of some of their oldest ruts. I definitely recommend that you obtain 
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a copy of Dr. Flesch’s recent book, “The Art Of Readable Writing.” In 
it, he sets down just a few rules which, if applied, will guarantee read- 
ability to your writing. These rules apply just as much to financial 
statements as they do to other sections of the annual report, or to any 
other piece of writing. Flesch simply says this: 

Think before you write. 

Write to your readers. 

Use short words. 

Use short sentences. 

Use short paragraphs. 

Personalize your message whenever possible. 

Don’t use shop talk or business jargon. 

Use terms everyone can understand. 


One of the standards Dr. Flesch suggests has to do with sentence 
length. He points out that current popular magazines, such as “Time” 
and “Readers Digest,” use sentences averaging less than 20 words. He 
says that seventeen words per sentence would be most suitable for the 
American public. More educated and more technically trained indi- 
viduals can understand and absorb sentences of longer structure; the 
reading public, however, needs short sentences if it is to understand 
and retain the information presented. 


How do corporate annual reports compare with the standards 
which Flesch suggests? I analyzed six 1950 reports to determine this. 
Here are the results: 


1. The shortest average sentence in any of the reports was 17.5 
words. 


to 


The average sentence was about 22 words. 

3. The longest average sentence of any one section was 32 words. 
This happened to be the “Financial Notes” section, where if at 
all possible, sentences should the shortest because of the very 
technical nature of the information. 


These averages tell only part of the story, however. Here are 
several actual sentences from these same six reports. Here’s one 
with 48 words: “The agreement also provides the dividends declared 
subsequent to December 31, 1950, may not exceed net income after 
December 31, 1950 plus proceeds from sale of stock after December 
31, 1950, plus the sum of $1,000,000, the latter being approximately a 
full year’s dividend at the current rate.” 


Here’s another one with 44 words which isn’t too hard to grasp, 
but nevertheless could be improved: “Although the company’s depreci- 
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ation and depletion charges fall far short of representing replacement 
value of the company’s assets, it has been advised by its accountants 
that to make provision for depreciation and depletion based on replace- 
ment value of assets is not acceptable accounting practice.” 


As a third example, this one with 56 words: “In our third quarter 
interim report, stockholders were advised that the United States District 
Court of Massachusetts had approved a consent decree which cancels 
all licenses granted to or by our company under domestic abrasives 
patents and requires the company to grant licenses on all coated abras- 
ives patents upon application, at reasonable rates of royalty.” 


If these examples are representative, and I believe they are, it 
seems clear that our annual reports are being written with sentence 
lengths considerably greater-than recommended. If other good read- 
ability characteristics were present, such as short, non-technical words 
and personalization, the communication would be more acceptable. 
However, these characteristics are rarely found in annual reports. 


Mr. John McElroy, director of a group called “Readability Associ- 
ates” pointed out in a recent article in “Dun’s Review” that, “Taken 
as a Class, corporate writing for stockholders is within the grasp of 
about 40 out of 100. Considered page by page, the record of such writ- 
ing is poor. About nine pages out of ten are too hard to invite voluntary 
readings.” McElroy says further that, “Average writing intended for 
stockholders is within the grasp of a little less than one-sixth of the 
group it should reach .. . if we assume that it costs a dollar to write 
a page—and it certainly must—we come out with the following: of each 
ten dollars spent on writing for stockholders, nine dollars are wasted.” 


Let me emphasize again the broad base of ownership of corporate 
securities that has developed recently, and the need to know to whom 
we're writing. If we expect our stockholders to understand the informa- 
tion and ideas we send to them, then we must communicate on their 
level. 


I also want to emphasize again that I have not attempted here to 
apply all the readability yardsticks that exist to annual resport writing. 
I do hope, however, that if you were not aware of them before, you will 
develop an interest in them and will use them in an appraisal of your 
company’s annual report. 


A few words of caution as I close—I foresee some serious compli- 
cations as more and more companies turn to simplified accounting 
terminology in annual reports. First, all companies will not decide 
upon the same simplified language. Some confusion will undoubtedly 
result from inconsistency in this respect. This brings to mind that per- 
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haps the key word in this effort should be “amplification” rather than 
“simplification.” Second, in our attempts to popularize the annual re- 
port, we must not lose sight of the fact that the serious character and 
inherent dignity of this important document must be retained. The 
report must continue to convey to the minds of its readers that Ameri- 
can business is conducted on a high character level. Third, the cost 
factor must not be ignored. Elaborate reports designed to impress the 
reader may not be acceptable to the stockholder. It’s his money that’s 
being spent, so the job should be done at a cost as reasonable as 
possible. 


Annual report preparation has generally been a_ responsibility 
jointly carried out by accounting management, corporate relations 
management and public relations management. It should be continued 
as a joint effort. However, an independent review by the internal audi- 
tor is warranted. Trained in accounting and financial operations, and 
bolstered by readability yardsticks—the new tools for measuring writ- 
ing effectiveness—the internal auditor can be the appraiser and judge of 
the effectiveness of the annual report. 
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LET'S HAVE A MEETING! 


NE of the most costly forms of communications is the meeting. 

Compare, for example, the cost of a half-day meeting attended 

by six people with that of a ‘half-hour’s transatlantic telephone conver- 

sation. Transatlantic calls are not made lightly, yet meetings are called 

and conducted—often misconducted—as a matter of daily routine in 
almost every business enterprise. 


The auditor is often a participant, and sometimes the instigator. 
What should he do to make sure, first, that the meeting is not unneces 
sarily costly, and secondly, that it achieves its purpose? 


The first step, as in most problems, is to define the objective. What 
is to be achieved as a result of the meeting? 


Next comes the question of whether a meeting is the best medium 
to achieve this objective. Would a series of telephone conversations or 
a circular letter be equally as effective? If an interchange of opinions 
is required or decisions are needed in which there must be joint partici- 
pation, then a meeting is normally the best course. However, if the 
participants are expected to sit and listen rather than to contribute 
toward the objective, the value of a meeting may well be open to doubt. 


Who should attend? The more, the costlier. Numbers should be 
restricted, therefore, to those whose participation is needed to do the 
job. And if certain persons are required only for specific features, it 
may be desirable to have them stand by for limited attendance rather 
than sit through an entire meeting. The timing of the meeting has to 
be decided in advance, making sure that all who are needed are able 
to attend and are duly invited. 


Location is also a matter of importance. Not only should a suitable 
place be selected, but its availability should be checked and a reserva- 
tion made. Furthermore, all accoutrements for the meeting should be 
provided and a final check made before the start of the meeting to see 
that all is in order. 
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Is an agenda needed? The availability of an agenda not only as- 
sists the chairman and the secretary, but also assists the other partici- 
pants by anabling them to prepare for their personal contributions. 

Whether the meeting is run formally or not, there should be a 


leader and a recorder—the chairman and the secretary. Frequently 
one person can combine both functions. 





Unnecessary expense is often incurred at the outset by failure to 
start on time. (Calculate the cost, for example, of five minutes salary 
for a large number of attendants.) The meeting leader should, there- 
fore, take steps to get it on its way at the appointed time and, if there 
is no formal agenda, see that the participants are acquainted with the 
objectives. 


Skillful leadership can bring effective results by keeping discussion 
centered on the point and by restricting to a minimum all irrelevancies 
and deviations. Just as soon as the objective is achieved, the leader 
should start to close the meeting. 


In closing a meeting, the leader should summarize its results and 
all decisions made, and see that there is an understanding as to what 
action is to be taken. 


If minutes are needed‘they should be issued promptly. Their value 
decreases in direct proportion to the interval between the meeting and 
the time of publication. 








FIXED CAPACITIES 


By LeROY BARRETT 
Many an unwise business decision has been made because of re- 
liance on unrealistic methods of apportioning charges interdepartment- 
ally. This study reveals some examples, and points out a field where 
the auditor can perform a really constructive service for management. 








INTRODUCTION: 


URING the course of conducting a manufacturing cost audit a 

problem arose concerning the company’s practice of allocating 
fixed charges to products based on their assignment of production facili- 
ties to each product in accordance with their annual requirements. 


It was the company’s objective, because of limited departmental 
capacities and seasonal product requirements to assign capacities to each 
product so as to properly allocate fixed charges to products in keeping 
with their assigned capacities, having in mind that where a product 
fully utilizes its assigned capacity, such product would not be penalized 
for any of the unabsorbed capacity of another product. The method 
by which these fixed charges are allocated to product is through the de- 
velopment of standard machine hour rates which, when applied to 
actual production, result in the product absorption of standard charges 
and, in so doing, creates a volume variation through over or under ab- 
sorption of these fixed charges. 


The foregoing principles are satisfactory in that they fix the prod- 
uct responsibility for excess cost resulting from loss in production vol- 
ume. However, it appears from the end results obtained through actual 
production that certain conditions developed which created product in- 
equities, and nothing was done to correct them; therefore, a request 
was made for an adjustment, as hereinafter described. 


PROBLEM: 


The problem in question arises in connection with production in 
common departments where facilities are interchangeable between 
products; and under these conditions the results obtained were not in 
keeping with the original intent. Here we found instances where de- 
partmental facilities were fully utilized, yet one product, because of its 
absorption of another product’s capacity, had benefited through a vol- 
ume variation credit at the expense of the other product. In our opinion, 
the standard absorption of fixed charges should have been sufficient. To 
illustrate this point further several examples with suitable explanations 
are given: 
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EXAMPLE 1 


Department X (January) 


Conditions 
Monthly Capacity (at 80% of maximum) 


Monthly Budgeted Fixed Charges 
Standard Mach. Hour Rate 

Prod. A 
Fixed Capacity Percent 60% 
Fixed Capacity Hours 1800 hrs. 


Fixed Charges at $.72546 perhr. $1305.83 


3,000 Mach. Hours 
$2,176.38 
$ .72546 
Prod. B 

40% 
1200 hrs. 
$ 870.55 


Actual Operation Results 


Prod. A 
. Fixed Charges as Above $1305.83 
. Actual Machine Hrs. Consumed 1500 hrs. 
. Standard Absorption @ $.72546 $1088.19 
. Volume Variation (1 - 3) $ 217.64 
. Actual Mach. Hr. Cost (1 +2) $ .87055 


Oh wt = 


Prod. B 
$ 870.55 
900 hrs. 
$ 652.91 
$ 217.64 
$ .96727 


Total 
100% 
3000 hrs. 
$2176.38 


Total 

$2176.38 
2400 hrs 
$1741.10 
$ 435.28 


The above illustration shows results which we believe are satisfac- 
tory under these circumstances in that product “B” machine hour costs 
are greater than that of product “A” because of its relatively greater 
contribution to the unabsorbed departmental capacity. 


EXAMPLE 2 


Same Department (February) 


Actual Operations 


Prod. A 
. Fixed Charges (Same as above) $1305.83 


. Standard Absorption @ $ .72546 $1813.65 
Volume Variation (1 - 3) $ 507.82 
Actual Mach. Hr. Cost (1~2) $ .52233 


AP wr 


Actual Mach. Hours Consumed 2500 hrs. 


Prod. B 
$ 870.55 
500 hrs. 
$ 362.73 
$ 507.82 
$1.74110 


Total 
$2176.38 
3000 hrs. 
$2176.38 
-0- 


The above results indicate an extreme penalty to product “B” 
while product “A” receives a benefit despite the fact that departmental 
capacities have been reached and no volume loss resulted. This was a 


case where the company failed to consider that this was a common de- 
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partment and that standard absorption of fixed charges by product was 
sufficient. 


EXAMPLE 3 
Same Department (March) 


Actual Operations 
Prod. A Prod. B Total 


1. Fixed Charges (same as before) $1305.83 $ 870.55 $2176.38 
2. Actual Mach. Hrs, Consumed 3000 hrs. 500 hrs. 3500 hrs. 
3. Standard Absorption @ $ .72546 $2176.38 $ 362.73 $2539.11 
4. Volume Variation (1 - 3) $ 870.55 $ 507.82 §$ 362.73 
5. Actual Mach. Hr. Cost (1-2) $ .43528 $1.7411 


The above results indicate even greater extremes than those illus- 
trated in Example 2. In this instance, physical 3000 hour capacities 
were exceeded, and again product “A” benefited at the expense of prod- 
uct “B” not withstanding the fact that absorbed fixed charges exceeded 
budgeted fixed charges. Again the company failed to consider the com- 
mon product feature, and the excess absorption should have been re- 
turned to products on an activity basis. 


Solution: 


The company readily agreed to our findings, but to calculate an 
exact adjustment proved to be impractical because it involved overtime, 
recalculation of fixed charges, reassigning of capacities, recalculation of 
standard machine hour rates, etc.; so, we agreed upon the arbitrary 
method of adjustment in line with the following revision in company 
practice. 


The new method adopted is based on the present procedure of set- 
ting capacities in advance, but in addition provides for a transfer of 
fixed charges from one product to another when one product utilizes 


equipment originally assigned to another. This method is to operate as 
follows: 


A. When all products show debit volume variation, make no ad- 
justment. (see Example 1.) 

B. When all products show credit volume variation, make no ad- 
justment. (see Example 2) 


C. If the “under capacity” products show more unused capacity 
than the additional requirements for the actual output of “Over 
Capacity” products, prorate the sum of the excess requirements 
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of the borrowing or “over” products to the lending or “under” 
products on the basis of unused capacity. (see Example 3) 


D. If the additional requirements for the “over capacity” products 
exceeds the available unused capacity of the “under capacity” 
products, prorate the sum of the unused capacities to the bor- 
rowing products on the basis of borrowing products excess re- 
quirements (see Examples 4 and 5) 


The following examples illustrate these principles under given 
circumstances. 
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AUDITING CASE STUDIES’ 





It is probably in those activities in which we most commonly en- 
gage that we are most interested in what is being done by others. The 
verification of accounts receivable is a project which is ever-present. 

The following study, prepared by the Internal Auditing Commit- 
tee of the American Gas Association and Edison Electric Institute, 
brings out some points which are of good practical value: 

a. Spreading the verification procedure over the greater part of the 
year, so as to gain a continuing coverage and relieve the once- 
a-year peak-load; 

b. Presenting a procedure which is well adapted to the verification 
of accounts covered by cycle billings; 

c. Stressing the importance of verifying accounts which have been 
charged off as uncollectible. 


The methods used are explained in this concise procedural study, 
which is accompanied by specimen verification letters. 


ACCOUNTS RECEIVABLE VERIFICATION: 


“RIFICATION of accounts receivable is divided into two general 

classes: (1) the verification of active accounts (service accounts 
and merchandise accounts); and, (2) verification of inactive accounts 
(final accounts and those previously written off as uncollectible.) 


Active accounts 


A schedule of verifications, over a period of ten months, has been 
established so that accounts of two billing districts are verified each 
month. This gives a verification coverage of all billing districts. 


Accounts to be verified are selected immediately subsequent to new 
billing preparation, and prior to being forwarded for delivery to cus- 
tomers. An attempt is made to obtain a fairly even distribution of those 
accounts, one month, two months, and three or more months in arrears. 


After the accounts have been selected, a listing is prepared to show: 
account identification number; number of months arrears appearing 
on bills; and net amount due for each bill. 


Approximately fifty service accounts and fifteen merchandise ac- 
counts are mailed to customers for verification each month. 





*Prepared by the Joint Internal Auditing Committee, American Gass Association and 
Edison Electric Institute. 
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Verifications for these accounts are negative in nature. They take 
the form of small tickets (Exhibit A) stapled to those bills. These items 
are then stuffed, with auditing department return envelopes, for mail- 
ing. The mailing of verifications is independent of delivery and/or 
mailing of other service account bills. 


Record of replies and payments received as the result of such verifi- 
cations is made to the listing of accounts verified. Payments received 
as the unintended result of such verifications are forwarded immediately 
to the cashier. 


Inactive Accounts 


Final service accounts and accounts previously written off as un- 
collectible are verified as a monthly routine in a slightly different man- 
ner. 


The final accounts to be verified are selected from the file of the 
“final” collection clerk. The accounts previously written off as uncol- 
lectible are selected from the journal entries prepared to write off such 
accounts. 


In both cases a listing is prepared of the accounts sent out for ver- 
ification. However, positive verification forms (Exhibit B) are used to 
mail to customers for verification of these accounts. 


Replies and payments received as the result of such verification are 
recorded to the listing of accounts verified. Payments are forwarded 
immediately to the cashier. 


General 


All replies and correspondence with customers as the result of ver- 
ification activities are filed in account number sequence as supporting 
data for the activity. 


Verifications, negative and positive, are intended to accomplish a 
two-fold mission: (1) substantiate the correctness of accounts receivable 
as recorded on company records; (2) serve as a check on the activities 
of the collection department. 


While the verifications occasionally result in uncovering of human 
errors in bookkeeping, at no time have such verifications pointed to 
fraud or defalcations in the handling of accounts receivable. 

As a result of this experience it is believed that the greatest value 
of the activity lies in the psychological impact on the employees re 
sponsible for receivables, accounting and collection. 
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FORMS OF RECEIVABLE VERIFICATION 
Exhibit A (Negative) 
JOHN DOE COMPANY 
Please examine this invoice carefully. If it is not correct, will you 
kindly notify us using the enclosed envelope which requires no postage. 


This request is made in connection with the periodic examination of 
our accounts by our auditors. 


JOHN DOE COMPANY 
Size of Sticker - 5 x 1-3/8 


Exhibit B (1) (Positive) 
JOHN DOE COMPANY 
NEW YORK 
Auditor’s Verification Statement 


| eT ae Ee 


An audit of the ..... ' CEXS office is now in progress. 
The books show a balance on your account as listed below. 

Will you please check this statement with your records at your 
earliest convenience and return it in the enclosed addressed envelope. 
Kindly sign if in agreement with your records; other-wise indicate the 
difference (s). 

Your prompt cooperation will be appreciated. 

Very truly yours, 
JOHN DOE COMPANY 





Tete Thus Current Arrears | Amount not 


Description Amount Due Yet Due Balance 


| 
Gas/Electric Service | | 





TOTAL 








A deposit of $ is recorded on your account. 





Date Signed 


Size of Form -7x 8 
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Exhibit B (2)*** (Positive) 
JOHN DOE COMPANY 
127 Main Street, New York, N. Y. 
FOR VERIFICATION ONLY 
In connection with an audit of our customers’ accounts, our records 


show that your last payment of §....................... was made on ... 


seceoccsesesa GG that there is §.......... seseeseseeee NOW OUt- 
standing on your account. 

This is not a request for payment, but simply a means of verifying 
your account. If the above is correct, please sign below, if not, note ex- 
ception. A self-addressed envelope, which requires no postage, is en- 
closed for your convenience. 


Yours truly, 


P. J. JONES 


General Auditor 
(are 
The balance, date and amount of last payment stated above (are 


not correct. 


hemarks 


Signed 


Size of Form - 5-34 x 7 


***Note: Space is provided for name and address .of customers between Company 
name and message. 








HOW WE CONTROL 


By ROGER E. SHERMAN 


Farm Bureau Insurance Company 


he appraises controls as though the business were his own. The author 
illustrates this concept in tracing the growth of a mythical business 
from a one-man operation to a chain store group. He illustrates the need 
for controls, the increased degree of delegation that accompanies busi- 
ness expansion, and the need for independent confirmation that the 
delegated duties are being properly performed. 
HEN he was 18, Giuseppi bought a pushcart. It was a good push- 
cart—but to Giuseppi it was more than that. Its purchase was 
the first step in a career that he hoped would, and actually ultimately 
did, culminate in the ownership and management of a chain of large 
stores. 
You may wonder why I mention a pushcart in an introduction to 
a discussion of controls. The idea of talking about Giuseppi’s career and 
his use of controls originated in reading Cadmus and Childs’ book, “In- 
ternal Control Against Fraud and Waste.” These authors say: “The 
problem of big business is to maintain through organization the same 
measure of control that small business maintains through the knowl- 
edge and observations of its owner.” 


In big business we control by first, determining exactly what we 
want to do through control; then, weaving through the organization a 
web of control measures, each of which serve specific purposes; then, 
making sure—by continuing attention, effort and follow-up—that our 
web really catches those flies of error, waste, and fraud that we want to 
eliminate. 


Giuseppi—at the start of his career—wanted to avoid certain pos- 
sible losses: ties and socks might have to be thrown away because they 
faded in the sun—to prevent this, he bought and installed a sun um- 
brella; bananas might spoil before he sold them—to prevent this, he 
kept an eye on the condition of his stock; apples might be stolen from 
his pushcart—he stood by the stand ready to prevent any attempt at 
theft. 

He was using these control measures: protective devices; personal 
observations; and physical presence. 
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One day the cop on the beat took an apple and ate it. Giuseppi 
thought he could prevent theft, but he was sure that if he did, he’d lose 
the cop’s friendship—and that friendship was worth more than the 
apple. 


Through this experience Giuseppi learned two things: that in cer- 
tain situations‘controls would cost more than the loss they might pre- 
vent; that individual controls may be effective with respect to one per- 
son and ineffective with respect to another. 


After he had saved enough money he opened a store. Since his 
operations had changed, he needed new protective devices: a safe to 
lock his money in at night; locks on his doors. 


The change in his operations brought new hazards—the hazard of 
fire, for instance. He installed a sprinkler system and bought fire in- 
surance to make sure that his assets would be protected if the sprinkler 
system didn’t work. And it goes without saying that he bought 
insurance. 


Occasionally he had to leave the store to go downtown to do his 
buying. During those absences he left his son, Garibaldi, in charge. 
Realizing that if a salesman dropped into the store he might high-pres- 
sure Garibaldi into buying merchandise that wouldn't be sold, Giuseppi 
told his son that the “old man” was going to do all the buying. Gari- 
baldi was to “forward” all offers to sell. 


Realizing also that Garibaldi, although ordinarily a level-headed 
boy, might be distracted by a combination of spring and a passing girl, 
he told Maria (his daughter) to look into the store once in a while dur- 
ing Giuseppi’s absence. She was to check if Garibaldi was attending to 
business; if he wasn’t, Maria was to call Giuseppi. 


Here we find him organizing for control—employing levels of 
authority and internal check. He brought supervision into the picture 
when internal check disclosed deviation from a desired situation. 


Later on in his career he operated two stores. He ran one and 
bought for both; his employee, Giovanni, ran the other. He told Gio- 
vanni to sell his old stock first; showed him effective sales techniques; 
told him how to keep his impressed cash fund in halance; told him to 
lock his money in the safe at night and to leave a night light burning. 


Then, to make sure that his instructions were followed, he visited 
the store occasionally. During the day he would check to see how the 
merchandise was moving, to count the cash, to watch Giovanni deal 
with customers. At night he would check to see that the doors were 
locked and that the night light was burning over the locked safe. 
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In these instances, he was applying the techniques of: establishing 
procedures to increase sales and to prevent loss; perambulation (obser- 
vation) to see that operations conformed to established procedures. 


One day he had an opportunity to buy a small chain of stores. He 
reorganized his operating procedures, installed managers in each store, 
and decentralized authority and responsibility of buying, selling, oper- 
ating results. He made Giovanni general manager and relieved him of 
responsibility for an individual store. He hired a local CPA to install 
an accounting system. 


In his reorganization, Giuseppi demonstrated his interest in con- 
trols. He facilitated control by separation of responsibilities; since Gio- 
vanni no longer was responsible for an individual store, he wouldn’t be 
forced into a conflict of interests. He added accounting control. 


He liked his accounting system so much that he spent less and less 
time in his stores. He depended on the reports produced by his account- 
ing system to keep him informed of the operations of his business. 

One day he was shocked to find out that a large inventory write- 
off was necessary. The write-off loss, he decided later, was a small price 
to pay for the knowledge he gained. Reports are effective as controls 
only if readers study them, ask questions and require answers. More- 
over, independent confirmation of the adequacy and accuracy of re- 
ports is necessary. 

Giuseppi went on to buy more stores, to expand his operations. 
Along the line he added an internal audit group to his headquarters 
staff to give him that independent confirmation. 


This man’s career demonstrates an effective use of controls. 


He decided exactly—and in specific terms—what it was that he 
wanted to prevent or insure by control. 


He used specific control measures for specific control problems. 
He gave continuing thought and effort to control. 
This is “How We Control.” 


THE ORGANIZATION OF AN INTERNAL 
AUDITING DEPARTMENT 


By CORNELIUS BROEKSMA 


Being called upon to appraise the organization of other activities, 
the internal auditor should of necessity insure that his own organization 
is effective. Here is a useful approach to the problem, coupled with 
some philosophy that the auditor might well take to heart. 


OU, the student of today, will be the leader of tomorrow. Our gen- 

eration is therefore trying to give you all possible support to in- 
crease your knowledge, to prevent your being tripped up by stumbling- 
blocks, and—last but not least—to increase your inspiration and 
imagination in order to make good practitioners out of you. 

Suppose that—after many years of preparation and training—you 
have been appointed chief internal auditor of a large company and sup- 


pose, too, that your management gives you a free hand to set up your 
function. 


What would you do first, what second? HOW would you do it? 
WHOM would you engage? 


Think these questions over before you continue reading. If you 
find the right answers yourself, you are ready for your job. If you need 
any help, go on with your reading and try to profit by the experience of 
somebody else. 

Of course, the following approach to the problem is not the 
only one. The solution in a given case is adapted to the circumstances 
which are never the same, but still you may recognize a trend in the 
story which can be helpful in your difficulties. 


I. What would you do first? 
The first thing to do is sit back and think. 


What is your management expecting from you? What will be your 
position in the company? To whom will you be reporting? Perhaps the 
management had already been thinking this over when it decided to 
appoint you as auditor, but in most cases—like the patient who is going 
to consult his doctor—there is only a general feeling of dissatisfaction 
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about the health of the organization and you, as the expert, are the 
only one who can diagnose the case. 


After discussions, you find out that the company has grown to such 
a size, that your management expects you to improve the adequacy of 
internal control, to stimulate the cooperation between departments 
regarding the exchange of financial data and to verify the reliability of 
the accounting information. 


In all those cases it will be wise to have the wishes of management 
formulated in a written mandate in a general and concise form, e.g.: 


The responsibility and function of the Internal Auditing Depart- 
ment is to report to the President (or Vice President or Controller): 


a) on the correctness of the yearly and other financial statements; 

b) on the reliability of ‘the system of internal control and of the 
accounting organization; 

c) on the extent of compliance with established policies, plans and 
procedures. 


If management agrees with the description of the function, the 
mandate should be signed by the highest possible authority and circu 
larized to all departments concerned. 


In this connection I should like to draw your attention to the fact 
that there is a big difference between “function” and “task.” 


The more expert knowledge we possess, the better are we able to 
be the sole judge as to which task we have to perform to fulfil our func- 
tion. Very often these two conceptions are mixed, but I think that we, 
as professional men, should only accept a description of our function- 
or objective—and that we ourselves are able to describe our task—or 
procedures. 


Il. What would you do second? 


So far we have only outlined the verifying function. This has been 
done on purpose, because the verifying function may well be the prime 
cause of the auditor’s existence. This function will provide assurance 
for management that its instructions are being properly executed and 
are correctly portrayed in the financial statements. 


Naturally, we shall find deviations from management’s instruc- 
tions or policies and, in such cases, we must decide if we shall only re- 
port on the unsatisfactory state, or if we shall also offer suggestions for 
improvements. 


This, too, is an important question which must be decided with 
management. 
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If we are expected to state in our reports what remedial action is 
required, we have to point out to management that our suggestions for 
improvement do not mean that we are making ourselves part of the 
executive function. 


Internal auditors should always remain impartial, and should make 
it clear to management that their suggestions do not imply they have 
operating responsibility. 


Think, in this respect, of the words of one of the authors in the 
field of internal auditing: 


“Try to wear mental bi-focals 
whereby one eye is looking for verification 
( finding the deviations ) and the other eye 


for improvements (preventing the deviations )” 


This recommendation is worth putting on every auditor’s desk, but 
see that responsibility for improvements lies with the operating func- 
tions and not with you. 


Ill. What would you do next? 


We have already mentioned that it must be decided to whom you 
must report. In most cases the line of reporting will also indicate the 
organizational stature. 


If this is not the case, then it is necessary that the placing of your 
function in the organization chart is properly indicated and circularized 
among the officers of the company. This will enable you to know where 
you stand. 


In order to receive full acceptance by the divisional or depart- 
mental heads in connection with your function, however, it will be wise 
to establish the rule that the executives are informed about your find 
ings before reports are submitted to management. 


This procedure enables the executives to give their comments or 
to consider corrective action, if necessary, before the problem will be 
raised before the management. 


Barring unforeseen or very unusual conditions, try to keep to this 
procedure as much as possible; by doing this you can avoid misunder 
standings about the contents of your reports. 


Always try to convince people that you are not a trouble shooter 
or detective, but rather a constructive aid to all parties concerned to 
help keep their machine going. 
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DO AS YOU WOULD BE DONE BY! 
IV. How would you do it? 


After the first essential steps outlined above, which make your 
function and position clear, you have to think of the TASKS ensuing 
from your function. 


Again, the best thing you can do is THINK! 

An old proverb says: Look before you leap. This is especially true 
for auditing. 

You have to prepare a written audit program in which the princi- 
ples of your auditing procedures will be laid down. Such a program is 
also an important expedient in establishing co-operation with the ex- 
ternal auditor because it offers the opportunity to have discussions with 
him concerning the principles of your work. 

The preparation of your manual is a very important part of your 
job. 

If the significance of the audit manual is stressed, it is not intended 
to imply that one can overlook the importance of the execution of audit- 
ing itself. Of course, the proof of the pudding is in the eating, and a 
good program has no value if it is executed poorly; but the real auditor 
does not start working without first considering how he is going to per- 
form his task. 

We shall not, however, describe the contents of an audit program. 


In the first place, this would not fit within the scope of this article 
and, in the second place, it is difficult to write a cookery book on audit 
programs as circumstances will vary widely from one case to another. 

To give a few general indications: 

1. Use a well-balanced classification of the chapters; 

2. Write down the objectives of every audit clearly; 

3. Give a short description of your requirements for internal con- 

trol; 

4. State clearly which audit steps must be followed. 

V. Whom would you engage? 

There is a lot to say about the requirements for people who are 
going to assist you in your work. 

Education, experience, integrity, ability to write and speak well, 
are some of the more important requirements you must consider, but 
there is one qualification which is of paramount importance for an aud- 
itor—the ability to listen! 
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Never forget that “auditing” means “listening”; and all your as- 
sistants must be able to keep their ears open and listen to the comments 
of persons with whom they get into contact in order to receive the ful- 
lest possible cooperation and information. 


In my practice as an auditor (both in the external and internal 
function) I have always emphasized to my co-workers that they have 
to be aware that in the first place they are auditing human beings, and 
in the second place, papers. 

There is an old Dutch poem, which reads as follows: 

Oh, were all people wise 
And all their actions well! 
The earth would be a paradise 
Now it is oft’ a hell. 
Paraphrasing this poem in auditing terms we might say: 
If all men were perfect 
And made not one mistake 


All auditors would prosecute 
Another kind of trade. 


In other words, the auditing profession would not exist if all people 
were perfect and wise, just as the medical profession would not exist if 


all people were healthy. 


Therefore, a very important qualification for an auditor is to be 
a good judge of men; your assistant who is not able to look behind the 


papers will be a failure, in spite of other excellent qualities. 


There is still one more aspect to which I want to draw your atten 
tion: give your people conscientious indications in your audit manual, 
but give them as much elbow-room as possible in the execution of their 


audits. 


This does not mean that they should not stick to their instructions; 
far from that, but try to inject the principles of auditing into their 


blood and let them operate as independently as circumstances permit. 
Too often I have seen auditors in the field, without any personality 
and operating just like checking-machines. 
Try to prevent this attitude in your people and make strong, self 
conscious co-workers of them. I am sure that in this respect your com 


pany and your management will appreciate your common sense. 
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To give you an idea of the division of work in an auditing depart- 
ment let us examine the following working scheme: 





CHIEF AUDITOR 
Responsible to management for: 
a. issue and execution of audit programs; 
b. discussion with departments; 
c. reporting to, and discussion with management. 


AUDITOR 
Responsible to Chief Auditor for: 
a. execution of audit program; 








b. supervision of assistants and preparation of reports; 
c. assistance in discussions with management. 


| 
SENIOR ASSISTANTS 


Responsible to auditors for: 
a. execution of the audits; 
b. supervision of assistants; 
c. preparation of reports; 








d. assistance in discussions with departments. 
| 
SEMI-SENIOR ASSISTANTS 
Responsible to senior assistants for: 
a. execution of audits; 
b. supervision of junior assistants; 








c. preparation of draft reports and working-papers. 


| 
JUNIOR ASSISTANTS 


Responsible to semi-senior assistants for: 








a. assistance in execution of audits; 
b. preparation of working-papers; 
c. assistance in preparation of draft reports. 


| 
TYPIST 


Typing of draft and final reports. 
Forwarding of reports. 

General typing and filing work. 
Time-keeping system. 
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Of course, this schedule of responsibilities has been adapted to the 
requirements of my own company, and would probably not fit exactly 
into another organization. 


If you have read the article of Mr. Alspach in the March 1955 
issue of THe INTERNAL AupiTor you may have noticed that the Ford or- 
ganization has quite a different set-up of its auditing department. Aud 
iting organization has to be adapted to meet company needs. 


However, it is most important to realize that your people have the 
right to know where they stand and you have to give them the yard 
sticks and at the same time invest with them with as much responsibility 
as circumstances permit. 


If you keep to these rules, I’m sure that you will be able to do a 
good job and that your company will benefit from your work 








Subject: 


By: 


ARTICLES OF INTEREST 
TO-INTERNAL AUDITORS 


Independence in Control 


WAYNE G. BROEHL, JR., Amos Tuck School of Business 
Administration, Dartmouth College 


Published in Couttroller, June 1955. 


At the beginning of this article the author analyzes the problem of 
exercise of control within a company. He is first concerned with 
the responsibility of a controller and the manner in which he may 
exercise his “audit” functions over the semi-autonomous units of a 
business. 


Any attempt to use the audit function as a means of upsetting the 
decisions of the line organization is sure to result in resistance, re- 
sentment and confusion. The author points out that “the auditing 
function can and should be explicitly separated out as a distinct 
stage in the process of control.” While staff responsibility for the 
auditing function may vary—we believe all internal auditors will 
agree with the author that the audit function should operate “not as 
a Gestapo or poacher on the line, but as a party given the func- 
tional responsibility for effectively auditing the control process. 


The author then proceeds to develop the necessity for audit of de- 
cisions and performance at top management levels by an “inside 
auditor.” Recognizing “that the organic function of auditing should 
be given to someone other than the initiator of the action to be con- 
trolled,” the author believes that such audit would not constrain 
executives but would free them to more adequately perform their 
function of decision-making. 


The next level presents the problem of “audit” control by the 
board of directors. Here the inarticulateness of the majority of 
po nasa presents a major difficulty, if the directors are to serve 

“trustees” of the stockholder’s interests. Directors are entrusted 
with responsibility both for making decisions for stockholders and 
at the same time for appraising the value of their own actions. 
Two methods of control to meet this situation are described. A plan 
proposed by Beardsley Ruml would assign individual responsibility 
to four directors—one to be concerned with customers, one with 
vendors, one with employees, and one with stockholders. 


The author's proposal is that there be an “evaluation committee” 
composed of members of the board of directors, nominated by the 
board, and elected by the stockholders. This committee would serve 
in an “audit” capacity over the entire operation of the company, 
at the highest levels of control. 
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Subject: 
By: 


Subject: 
By: 


Articles of Interest 
Audit Programs and Internal Control 


DONALD J. BEVIS; Partner, Touche, Niven, Bailey & Smart; 
Detroit 


Published in The Journal of Accountancy, June 1955. 


Mr. Bevis discusses the American Institute of Accountants’ revised 
committee report, “Generally Accepted Auditing Standards,” in re 
gard to the conduct of auditing field work, and the relation of 
audit programs to the system of internal control. 


Initially, a differentiation must be made between procedures and 
standards—the former refers to acts, while the latter refers to the 
quality of those acts, and to the quality of the auditor, himself. 


In practice, Mr. Bevis continues, there is usually no distinct separa 
tion between the review of internal control and the audit procedure; 
they may start together, and procedure then be adapted to the 
methods of control in use. Internal audit, however, must remain in- 
dependent of procedural routine or it will lose its effectiveness. Here 
quality figures importantly: the personnel handling internal audits 
must have the required technical qualifications and supervision; 
appropriate tests of records and accounts must be devised. 


The author then describes different methods of reviewing internal 
control through audit—among them, questionnaires and memo 
randums prepared in sufficient detail to give a distinct view of 
transactions, employee duties, department interrelationships, etc. 
These tests must be designed so that the validity of the records or 
accounts under examination is satisfactorily established. The nature 
and application of thé test is very important; tests made hap 
hazardly lack significance. 


Finally, Mr. Bevis discusses in detail written programs and samp 
ling techniques used in audits. These should contain enough infor 
mation to give a concise picture of the company’s activities, prac 
tices, and policies, and to inform the reader about the nature of 
the audit itself. 


Preventative Shortage Control 


H. G. WALKER; Director of the Protection Department, 
Carson Pirie Scott & Co.; Chicago 


Published in Retail Control, May 1955 


In most departments of a department store, the principal medium 
of control is the maintenance of a book inventory of merchandise 
at retail values. When this book inventory is checked againt physi 
cal inventory, the resulting difference—known as shrinkage—is a 
composite figure that may include losses from thefts by shoplifters, 
employees, errors in day-to-day transactions, and errors in inventory 
taking 


Mr. Warner discusses various preventive measures—with responsi 
ity for shortage control assigned to a permanent committee com 
posed of one member each from Management, Control, Internal 
Audit, Personnel, Merchandising, Customer Service, and Protex 
tion. This committee should develop definite policies and procedures 
on such matters as screening new employees, special protective 
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Subject: 


Subject: 


The Internal Auditor 


measures in high-shortage departments, approval of merchandise 
returns and discount sales to employees. 


Internal audit works closely with the committee in the study of 
special situations where shortages are high. The protection de- 
partment investigates such matters as new employees, procedural 
changes, and physical layout. While Mr. Warner's article is pri- 
marily concerned with problems of store control, there is much 
of the general philosophy of preventive planning that is applicable 
to any business having problems in connection with fraud. 


Accounting for Research and Development Costs 


Research Series No. 29, N.A.C.A. 
Published in the N.A.C.A. Bulletin, June 1955. 


This comprehensive study of methods of accounting and controlling 
costs of company operated research and development programs is 
summarized from the practices of 35 companies. A principal prob- 
lem lies in the fact that research activities seldom produce im 
mediate and definite results that can be correlated with the 
amounts that are spent on the research program. Large sums are 
allocated to research in many companies—and money thus ex- 
pended has often returned many-fold in sales and profits. Likewise, 
arge sums have been expended on projects that proved to be 
valueless. 


The budget is the initial control over the operation of the research 
department. It must be adequate and specific, so that it can fulfil 
its purpose of allocating how much is to be spent for what projects. 
Related accounting presents a number of problems for which there 
may be no conclusive answer—for example, how to account for 
equipment constructed in the course of research projects. A further 
problem lies in the impatience of many research men with reports 
or any other control measures that are not of research nature. 


The usual structure of control reports develop costs by organiza 
tion responsibility, and by projects with project reports showing 
the degree of progress. The internal auditor, as well as the cost 
accountant, should be particularly interested in the structure, com 
prehensiveness and accuracy of the reporting system—since man 
agement decisions are greatly influenced by what is reported. 


The report concludes with a description of various methods of ac- 
counting for research and development costs in the profit and loss 
statement. Accounting data are essential in control of research 
costs, but are difficult to apply in evaluation of results—since the 
outcome of specific projects is often impossible to determine in 
specific dollar-profit terms. 


Liberal Arts as Training for Business 
FREDERIC E. PAMP, JR. 
Published in Harvard Business Review, May-June 1955 


In order to survive and progress, business today must rely on the 
personal qualifications of its executives. In turn, these executives 
are confronted with so many wide and varied problems, that to 
cope with them they must be prepared with knowledge, intellectual 








































Articles of Interest 


subtlety, political insight, and human flexibility of an unprece- 
dented degree. Mr. Pamp, reviewing this situation, maintains 
that the narrow specialization of most technical or vocational educa- 
tion for prospective business personnel lacks sufficient breadth and 
depth to fulfil management's increased requirements. Rather, the 
disciplines of a traditional liberal arts education closely parallel 
management needs. 


Mr. Pamp explains this parallel by listing the qualifications of 
modern executives—imagination, ability to analyze, ability to 
draw broad implications from this analysis—and compares these 
with the study of literature and fine arts and their emphasis on 
creativity, proper use of language, and value-analysis. After a 
thorough examination, Mr. Pamp shows that management will 
find the proper background preparation for executives in liberal 
arts—the best training for men who need to develop the ability to 
perceive and evaluate basic elements in situations from all di- 
mensions. 


Business does not have a “scientific nature,” Mr. Pamp believes; 
nor do people respond with scientific regularity. Values relative 
to human situations are studied and applied only in the humanities. 
Therefore, businessmen, Mr. Pamp concludes, should encourage 
liberal arts training for their personnel, and recruit liberal arts 
graduates as they do technical graduates. Most of all, they should 
help in the reorganization of humanities courses by letting it be 
known that business standards for education have become broader 
and deeper. 


Stimulate Your Executives to Think Creatively 
FREDERIC D. RANDALL 
Published in Harvard Business Review, July-August 1955 


It is a truism that imaginative management, which can think be 
yond the areas of past experience, is an essential in any progressive 
business. Imagination may be hired—in the form of executives who 
have demonstrated this talent, or experts may be employed to train 
company men in the use of imagination. 


Mr. Randall believes that there is a reservoir of untapped talent 
in the natural creative talents of the average executives of a busi- 
ness—that almost every person is creative to some degree. He then 
proceeds to outline five fundamental steps of the creative process 
(1) Sensing (recognizing a problem); (2) Preparation (getting ma 
terial pertinent to the problem); (3) Incubation (mulling over the 
data); (4) Illumination (recognizing a possible solution); and 
(5) Verification (testing the proposed solution). 


With these elements established, Mr. Randall then goes on to de 
scribe the requirements for proper application. The right atmos- 
phere, freedom of communication, balance between work and 
relief from work, and a flexible concept of control are all necessary 
if creative thinking is to be stimulated. Management must chart 
its course, weighing the gains from speeialization and — 
against those from creativity and inventiveness. The om 

these forces for the optimum benefit of the business is a problem 
that each management has and must solve: 





EMPLOYMENT SECTION 


All communications should be addressed to The Secre- 
tary—Tue InstiruTe or INTERNAL Auprtors, Room 5307, 
120 Wall Street, New York 5, N. Y. Reference should be 
made to the Box “E” number. 














INTERNAL AUDITOR 


Internal auditor to head department of large corpo- 
ration, with headquarters in New York City. Should 
have accounting degree. Preferably be between age 
30 and 35. Liberal starting salary, excellent oppor- 
tunities for advancement. Send complete resume to: 
Box IA 1042, 221 W. 41 St., N-Y.C. 














CHIEF 
INTERNAL AUDITOR 


Overseas employment opportunity in the Middle 
East with large international oil company. Will be 
required to organize and administer Internal Audit 
Department. Must have university degree and 
previous experience in similar or equivalent position 
in petroleum industry or public accounting. CPA 
desired. Age 38 - 4. 


Write, giving age, education, marital status, and de- 
tails of experience. 


Box 308-V, Radio City Station, New York 19, N. Y. 





























Publications of The Institute of Internal Auditors 


INTERNAL CONTROL AGAINST FRAUD ANC WASTE 
by BRADFORD CADMUS and ARTHUR J. E. CHILD Price $5.65 
(Published by Prentice-Hall—70 Fifth Ave., N. Y.) 
INTERNAL AUDITING IN INDUSTRY 
Edited by VICTOR Z. BRINK and BRADFORD CADMUS Price $5.00 
INTERNAL AUDITING PHILOSOPHY AND PRACTICE 
Edited by CHARLES J. FUE Price $2.50 
(Published by Brock ‘and Wallston—39 Atlantic St., Stamford, Conn.) 
CASE PROBLEMS IN INTERNAL AUDITING AND CONTROL 
by THE INSTITUTE OF INTERNAL AUDITORS Price $1.65 
(Published by Prentice-Hall—70 Fifth Ave., N. Y.) 
BIBLIOGRAPHY OF INTERNAL AUDITING 
Listings by subject and author Price $1.50 


Collections of Conference Papers 
PROGRESS THROUGH SHARING 
Thirteenth Annual Conference—8 Papers Price $1.50 


NEW FIELDS FOR INTERNAL AUDITING 
Twelfth Annual Conf 8 pap Price $1.50 


EDUCATION AND SERVICE TO MANAGEMENT 
Eleventh Annual Conf 9 pap Price $1.50 


MANAGEMENT ACCEPTANCE pees Bibliography) 
Tenth Annual Cont 13 p (cloth) Price $3.50 




















Other Published Material 
ORGANIZATION AND OPERATION OF AN 
INTERNAL AUDITING DEPARTMENT 
Research Report Price $1.00 
INSTRUCTOR'S MANUAL FOR A COLLEGE COURSE 
IN INTERNAL AUDITING Price $2.00 
STATEMENT OF RESPONSIBILITIES OF THE INTERNAL AUDITOR No Charge 
THE FIELD OF INTERNAL AUDITING 
Descriptive booklet for students No Charge 





Transfer Binders — for The Internal Auditor 
Box Binder to Hold Eight Issues (two years) Price $2.50 


A circular describing the above publications will be sent upon request. Orders should 
be sent to: The Institute of Internal Auditors, 120 Wall Street, New York 5, New York 





Other Publications On Internal Auditing 
(Write to publisher for further information) 
INTERNAL AUDITING FOR MANAGEMENT 
by FRANK A. LAMPERTI and JOHN B. THURSTON 
Prentice-Hall—70 Fifth Avenue, New York 11, N. Y. 
INDUSTRIAL INTERNAL AUDITING—by W. A. WALKER and W. R. DAVIES 
McGraw-Hill Book Company—330 W. 42nd Street, New York 18, N. Y. 
BASIC INTERNAL AUDITING—by JOHN B. THURSTON 
International Textbook Company, Scranton, Pennsylvania 
INTERNAL CONTROL STANDARDS AND RELATED AUDITING PROCEDURES 
by WALTER H. KAMP and JAMES A. CASHIN 
Brock and Wallston—39 Atlantic Street, Stamford, Connecticut 
INTERNAL AUDITING—by VICTOR Z. BRINK 
Ronald Press—15 E. 26th Street, New York 10, N. Y. 
INTERNAL AUDITING—by W. W. BIGG and J. O. DAVIES 
H. F. L. Ltd., 66 Chandos Place, London WC2, England 























i 


